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can produce at a more rapid rate than when he had to 
manage a larger number of processes. 

2. Saving of time. When the man has to manage several 
processes he has to pass from one process to another, which 
involves the la}dng aside of the tools of the process, and 
taking up those of the next. This takes time. Also it 
takes some time to get used to rapid work with the new 
tools. All this waste of time is saved by division of 
labour, 

3. Extension of the use of machinery. As processes 
become more and more subdivided, the mechanical por- 
tions can be separated, and machinery introduced to take 
them up. 

4. Proper classification of the workers. Before the 
introduction of division of labour a man had to perform all 
the processes himself. Thus, in order to be an efficient 
producer, he had to be master of all the processes. As he 
could not possibly be equally efficient in all the processes 
the time spent on the one in which he was less efficient was 
less productive than that spent on another, in which he 
was more efficient. But now, if he can master only one 
process he can be efficiently engaged on that, leaving the 
others to different workers. 

5. Shorter apprenticeship. A man naturally takes a 
shorter period to learn up the w'ork of one process than if 
he were to learn up all. This reduces the period of training 
necessar}^ to qualify one as an efficient worker. 

6. Promotion of inventions, A man being engaged with 
only one process can more easily separate the purely 
mechanical portion of his work, and thus suggest improve- 
ments. Moreover, being engrossed with such a small 
portion of the work, he has better opportunities to observe 
defects in specialized capital and suggest small improve- 
ments in machinerj' and tools. 

Disadv.^ntages or Division of Labour. Owing to 
these advantages the output has tremendously increased 
as a result of the introduction of division of labour and 
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90 ECONOMIC PRINCIPLES FOR INDIAN READERS 


machinery- But as against tliis we should take note of 
some disadvantages of division of labour. These are said 
to be — 

I. Excessive specialization. It is said that as a man 
now performs only a small portion of the work, and as the 
activity of his employment has a great influence upon his 
character, the monotonous work with machinery under the 
system of division of labour cramps the mind and makes it 
narrow. This is true only to a small extent. The use of 
machinery and introduction of division of labour mean 
less physical exhaustion from the normal work of a labourer, 
and demand higher mental work. So. at the end of the 
day’s work his physiral energy is kept up, and his mind 
is alert. Thus there is very great opportunity of working 
n-ith these for the betterment of his social and intellectual 
life. Without this it would have been impossible to run 
all those institutions which elevate the life of the workers 
e.g night schools, extension lectures, hbraries, museums' 
readmg rooms, as also the various physical and mental 
amusements m the form of games, cinemas etc 
. 2. Congestion in cities. It is said that diVision of labour 

has led to congestion of workers in cities and their suburbs 
Tins also is only partially true, for besides division of 
labour there are many other factor? of , 

about the present conditions of the citiet InT * 

cticlly, division „t ho, U,£ To 

Therefore, all the evils of ' 

laid on dmsion of labour. oogestlon should not be f 

3. Delicate balance of the ?on;,i 
factors operate in the smooth nm • °‘^g^oism. Many 
of which are not wthin the controTf industry, all 
there is a dislocation in one denart”^ ^ worker. Thus if 
another department suffer for no workers of 

true. ButwemustsetagaimttL rfr"^'''"'"^- 
ers arc all under one orgLSiln a 
organization, the chances of such dW ' 

However, on the whole there J reduced. 

K a good deal of trutli in 
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this disadvantage, as can be seen from frequent dislocations 
in industries. But it should be remembered that there are 
manjT other causes which work towards this end. 

4. Absence of a sense of the artist. From the nature 
of division of labour it follows that no man completes any 
work, and the work of each is dependent upon others. 
This does not allow scope for the operation of that sense 
of the master artist who, on completing a work, feels the 
pride of having produced a thing, and who has the con- 
sequent urge for doing a thing thoroughly and well. Thus 
the strong incentive to do the highest kind of work is 
reduced under division of labour. 

On the whole, however, it is found that the advantages 
are overwhelmingly greater than the disadvantages, and 
that is the reason why division of labour, especially after 
the invention of machinery, is rapidly increasing in volume, 
and spreading in all kinds of human industry. 

Division, of labour is limited by the extent of the market. 
It is apparent that if a person or a body of persons is em- 
plo5’^ed only in a portion of a process or sub-process in an 
industry, and if each is engaged on that for the full time, 
the output must be very great ; in other words, production 
must be on a large scale. Also each person or body of 
persons, being engaged in doing a small portion of the work, 
becomes very efficient by repeated practice. This also 
increases output. But the object of production is sale. 
Thus the amount that can be sold at a profit is limited by 
the conditions of the market. If the market is very big 
or strong it can absorb a large output rvithout appreciable 
fall in the price. But if the market is small or weak, a 
relatively small increase in the output may bring about a 
great fall in the price. This may make it unprofitable to 
produce a large output. A reduction in the output will 
not permit di\’ision of labour to be carried very far. Thus 
the extent of the market determines the scale of produc- 
tion, and the scale of production determines the extent of 
division of labour. 
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The advantages of localization of industries are^ — 

1. A localized industrj' creates a kind of hereditary? skill 
in the workers, as their children grow in an atmosphere 
where the specialized skill is a sort of common acquisition 
for all. 

2. There is rapid assimilation of an improvement made 
by one man since, as it is situated in one place, the value of 
an improvement is quickly realized. 

3. Many subsidiary trades grow up in the place. The 
by-products, which would not be utilized when small and 
at various places, can be utilized now that the quantity is 
large. Industries grow there to supply the specialized 
capital required for the main industry. Organization of 
traffic to and from that place becomes profitable. And all 
the advantages of production on a large scale" and of the 
use of machinery can be secured. 

4. The localized industry offers a big market for the 
expert skill required in that industry. Thus it offers both 
a training ground and a field for employmient for skilled 
work of a highly specialized type. 

There are some disadvantages of localization of indus- 
tries. They are® — 

1. The work done being chiefly of one kind, the industry 
cannot give emplojunent to all the members of a worker's 
family. Those who, by reason of sex, age, or want of 
aptitude for the particular industry, are unfitted to become 
sldlled workers of that one kind have little chance of earning 
their livelihood in that locality. This works hard on the 
labour population of those countries, e.g. India, where 
there is an antipathy or prejudice against migration, or 
where the system of family in which all the members, 
including distant relatives, live together is a strong social 
institution. 

2. Localization leads to congestion and overcrowding. 

^ A. Marshall, Principles of Ecojiomics, Vol, I, Book III, 
Chapter x. 

* Vide helow, pp. 106-108. 
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may be done either by engaging labour or by emplojdng 
a crane. Here there is effective competition between 
labour and capital, and the efficiency of each as compared 
mtli its cost determines which is to be employed. In the 
same way there may be competition between land and 
capital. For example, when the accommodation in a 
factory is to be extended, it can be done either by acquir- 
ing more land or by adding one story to the old building. 
Thus we see that not only is there effective competition 
among the various units of a factor of production, but it 
exists even among the various factors themselves. 

Modern production means a combination of the factors. 
This is carried out by organization. Thus the productive 
efficiency of the other factors depends upon two things, 
viz. — (i) the individual efficiency of each factor, and (2) 
the efficiency of organization. A labourer may be very 
efficient by himself, but if he is supplied with bad capital 
or associated nnth inefficient labourers, his work suffers. 
Or, if good capital is handled by bad workers or run along 
\vith bad capital, its efficiency suffers. Hence there is the 
great importance of organization in all group production 
in which the former determines, selects, and assigns the 
work of the other factors of production. 

In this combination the great law of production is 
found to operate. This law is really one in the main prin- 
ciple of its working, but according to the aspects of its 
operations it is sometimes split up into four, \nz. — (x) the 
law of substitution, (2) the law of diminishing return, 
(3) the law of increasing return, and (4) the law of constant 
return. 

The L.aw’ of Substitution. The law of substitution 
follows from the competition among the factors of pro- 
duction as also the units of each factor. The organizer is 
continually tr^'ing to find out a method by which he can 
substitute a less costly factor or unit for a more costly one, 
alwaj's, of course, uith reference to its productivit3% Thus 
tliere is ceaseless gctiwty going on in a productive unit, 
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bj" -whicb the ontput is sought to be increased at the old 
cost, or the cost reduced tvith the old output, or the quali^^ 
improved vdth the old output at the old cost. ^ this 
attempt one grade of labour is continuously invading tte 
domain of another, one tj-pe of machinery supplanting, 
another, one land substituted by another. At the same, 
time machinery is taldng up the place of land or labonr, 
andAhce versa. _ ' . 

L-W OF DIIUSISHIKG Returr. The law of dimin- 
ishing return may be stated thus* — If with a fixed amotmt 
of one industrial agent. A, there be employed varying 
amounts of other industrial agents, B, C, D, etc., and u, 
while the quantity of these latter increases, the products 
of the combination increase in a stnaher proportion, the 
law of diminishing rettun is said to be in operation. The 
nnderlying idea is that, assuming that the conditions of 
production are static for the time being, there is an ideal 
proportion in which the industrial agents — ^that is, the 
factors and their units — can he combined in order to yield 
the maodmum possible output at the old cost, or the same 
outimt at the least possible cost, or the best possible quality 
of the same quantity at the old cost. V»'hen a nerv com- 
bination of the industrial agents makes it go further away 
from the ideal than the previous one, the law of diminishing 
return comes mto operation. It should be clearlj- under- 
, stood that the combination is changed not only by a change' 
in the proportion of the factors of production, but also 'by 
. that of their units. So that for purposes of this law indus- 
trial ageiits include the factors as also each varietj' in their 
units. Thus there wiU be a change if labour of a higher 
grade is employed in the place of that of a lower grade 
or more specialized capital is nsed in the ulace of less 
■ .specialized one, or a superior land substituted for an inferior 


Hence we should remember that alUiougS, m -r 
tionpf theiacm. fe limited in nemb.?Sett^^ 
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the number and varietj’^ of the industrial agents. Keeping 
this in mind we may, for the sake of convenience, assume 
in our illustration that there arc four industrial agents, sa3f, 
land, labour, capital, and organization, that is, in order to 
make our illustration simple, we assume that there is no 
difference in the varieties of land, labour, capital, and 
organization. We may imagine now that the ideal propor- 
tion is — I unit of land, 20 units of labour, 10 units of 
capital, and i unit of organization. This means that the 
imits of the industrial agents are combined in such a way 
that each is worked at its maximum capacity, and that 
there is consequently no wastage of any portion of the 
combined units. If that is so, it is evident that if we alter 
the combination into 1 land, 30 labour, 15 capital, and i 
organization, the output may be somewhat greater than 
before, but the cost per unit of output -will increase. For 
I unit of land and i unit of organization cannot, by our 
hypothesis, give full employment to more than 20 units 
of labour and 10 units of capital. But as these latter have 
been increased rvithout a corresponding and proportionate 
increase in the former, a portion of the amount of labour 
and capital remains unutilized, or what is more probable, 
a portion of each unit of 30 labour and 15 capital remains 
idle. So that, from the strict point of view of production, 
we may say that there has not been an increase in the 
industrial agents to the full extent of the increase in their 
number. 

From this it necessarily follows that the quantity of 
the factors increases more than the increase in the output. 
In other words, the cost of production increases at a greater 
rate than the amount of the output. This means that the 
cost per unit of production, that is, the total cost divided 
by the number of units of the output, becomes greater than 
before. This is called tlie law of diminishing return, and 
this law must sooner or later operate whenever we,keep one 
industrial agent constant and go on increasing the others, 
for a time must come when the quantity of the fixed agent 
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wiU be insufficient to work the increasing agents at theu 
maximum. From that point the law of diminishing retu 
starts to operate. That is, the law begins to operate as 
soon as the other agents increase and come up to the idea . ,, 
proportion in reference to the fixed agent, and when tie 
proportion in which the various industrial agents are com 
bined moves away from the ideal proportion, the law oper- 
ates more and more intensely with every movement away 
from the ideal. It does not follow that the law keeps on 
operating continuously, for it is not known to man what the 
ideal proportion is or what variation in the proportion 
moves it away from it. Thus in the processes of substitu- 
tion it may be that one combination is moving towards the 
ideal, and the next one away from it. In the latter case, 
whenever it happens to occur, there shall be the operation 
of the law of diminishing return. 

The Law of Increasing Return. On the other hand, 
when the proportion is moving towards the ideal, the 
opposite effect can be seen, that is, the output increases 
at a higher rate than the quantity of the industrial agents. 
This is so because as the alteration of the proportion moves 
it towards the ideal, the unutilized portions of the industrial 
agents become less. Therefore, there is an increase in the 
output not only as a result of the increase in the quantity 
■ of some of the industrial agents, but also as a result a 
portion of the fixed industrial agent, which remained 
unutilized before owing to the insufficiency of the others, 
being now better utilized. Thus the increase in the output 
is greater than the increase in the industrial agents. This 
is called the law of increasing return. To take the former 
illustration the ideal proportion is i land. 20 labour 10 
capital, and i organization. If the present proportion of. 

capital, and r organization be 
altered into i land 18 labour, 7 capital, and i organization 
the new combination is moved nearer to the ideal than the 
former combination. Here the ^ ^ , 

as a rf-suU ,1 • • ' o«tput increases not only 

, of the increase in labour and capital. According 
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to our hj'pothcsis of the idea! proportion, i land and i 
organization can be fully worked by 20 labour and 10 
capital. Wlicn there were 15 labour and 5 capital a portion 
of the former was unutilized. Wren there are 18 labour 
and 7 capital, the unutilized portion of land and organiza- 
tion becomes less ; in other words, the output increases 
not only because of an increase in labour and capital, 
but also because the land and organization become more 
productive than before. Therefore, the output increases 
at a greater rate than the increase in the industrial 
agents. This means that the cost per unit of output 
diminishes. 

The Law of Constant Return. When an increase in 
the industrial agents brings about a proportionate increase 
in the output it is called the law of constant return. This 
ma}' operate when the ideal proportion is reached and kept 
up by increasing all the industrial agents in the same 
proportion, or when a proportionate increase in all the 
industrial agents is maintained at any other level, or when 
alterations in the proportion in which the industrial 
agents are combined are such that an increase in the 
output as a result of some industrial agents is neutralized 
by a decrease in the output as a result of some other 
industrial agents. Thus if the amount of the industrial 
agents is changed from i land, 20 labour, 10 capital, 
and I organization to 2 land, 40 labour, 20 capital, and 
2 organization, the output becomes double of what it was 
before. 

The three laws may be diagrammatically represented as 
shown on next page. 

We measure the output along OX and the industrial 
agents along OY. 

It should be noted here that if we assume static conditions, 
that is, if we suppose tliat the curve SS' remains as it is 
in each of the above figures, then if the law of diminishing 
return operates for an increase in the industrial agents, 
the law of increasing return must operate for a decrease. 




OUGANIZATION 


101 


return, whereas manufacture is usually under the operation 
of the law of increasing return. The reason is that in 
agriculture man is more dependent upon Nature, the gifts 
of whicli, land, etc., cannot be substantially increased in 
quantity by the efforts of man. Tims, in an old country' 
until an increase in population, and therefore an increase 
in the output, tlie other agents, viz., labour, capital, and 
organization, can be almost indefinitely increased by human 
efforts, for these can be produced by the efforts of man, and 
therefore have a supply price in the sense that its increase 
will increase their total supply. But the supply of land 
is strictly limited and, in an old countr}^ is alreadj* in 
use. Therefore, an increase in output has to be managed 
with the fixed quantity of land worked by an ever in- 
creasing quantity of the other industrial agents. Thus the 
condition in which the law of dimimshing return operates 
is created, viz., one agent being fixed the others are 
continually increased. Moreover, man is more dependent 
on land in agriculture than in manufacture. Therefore, 
this one agent is not merely fixed but has the greatest 
influence on production. Hiis is tlie reason why, in 
agriculture, especially in an old country where land is 
strictly limited, the law of diminishing return is found to 
operate. 

On the other hand, in manufacture, man is not so depend- 
ent upon land. It supplies raw materials and the place to 
work them up. The skill of man has devised various means, 
e.g. machinery, etc., by which the output is increased. 
Thus the quantity of land required is smaller than in agri- 
culture, and its importance as an industrial agent is less 
as well. Moreover, there are various wa5's of economizing 
the use of land. For example, one machinery of double 
the capacity of another does not require double the original 
land to work it. If there is an expansion of the industry, 
land need not be doubled. An additional story of 
the building may give scope for expansion. Thus in 
manufacture the expansion of an industry is more 
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dependent upon the other agents than land, the 

which can be increased almost to an nnhmited extent. 

Hence the law of increasing return tends to operate i 


manufacture. . . , 

. From the above, it w'ill be clear that the law of diministi- 
ing return operates where the obstacles of Nature are so 
great that a proportionate increase in the gifts of Nature 
is not possible, whereas the law of increasing return operates 
where the skill of man succeeds in economizing in the use of 
the essential gifts of Nature, and in increasing tire other 
agents or the effidency of all the industrial agents. Thus 
there is a continuous struggle going on in the productive 
effort of man. As the output or scale of production 
increases. Nature offers obstacles tending to bring about the 
operation of the law of diminishing return, while man i: 
after tire conquest of Nature by discovering its secret 
coaxing it to yield more and more to his efforts, thus 
. tending to bring about the operation of the law of increasing 
return. 

As aU the main categories of the industrial agents, 
vi2., land, labour, capital, and organization, are more or 
less essential for production, there is a sort of tug of war 
going on between the two laws, and in each industry we 
can see land forcing in one law and human effort the other. 


Wliere, as in agriculture, land is a predominant factor, the 
• intensity of the operation of the law of diminishing return 
tends to be greater than that of the law of increasing 
return ; and where, as in manufacture, human effort is pre- 
dominant, the reverse tends to be the case. When 
diminishing return operates more intensely than increasing 
return' tlie net result is the operation of the law of diminish- 
. ing return ; where increasing return operates more intensely 
. tlian diminishing return, the net result is the operation of 
the daw of increasing return; and where the two forces 
■ exactly balance the net result is the operation of the law 
of constant return. In this struggle, society being dynamic 
the processes of production keep on constantly chan “ng! 
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The organizer is continuously trying to alter the proportions 
and the items of the industrial agents to counteract the 
effects of the obstacles offered by Nature ; in other words, 
the struggle goes on through the operation of the law of 
substitution. Thus all these four laws, viz., substitution, 
diminishing return, increasing return, and constant return, 
operate in production through the process of mutual action 
and reaction, and can therefore be regarded as the aspects 
of the one law of productivity. From this point of view 
we should not speak of the four laws but the one great law 
of production. 

It is worthy of note that the law of productivit}’’ refers 
to the quantity, and not to the price. For example, the law 
of diminishing return may be operating in regard to the 
output, j^et there may be a fall in the cost per unit of the 
output as a result of the fall in the prices of the industrial 
agents ; or, the same thing may happen with a rise in the 
price of the finished commodity, where the prices of the 
industrial agents remain the same. Here, although the 
output increases at a smaller rate than the agents, yet this 
is made up by a fall in the prices of the latter or a rise in 
the price of the commodity produced. 

In agriculture the usual means by which human effort 
can retard the intensive operation of the law of diminishing 
return may be classified tlius — 

r. Improvements in the methods of cultivation. Such 
improvements always mean more efficient human effort, 
and, therefore, a proportionately greater output with the 
same or less sacrifice than before. These may be in the 
form of rotation of crops, use of machinery, scientific 
processes, etc. 

^ 2. Social improvements. In a previous chapter^ we 
have seen that one of the factors tliat determine the value 
of land is its situation, that is, the distance from and the 
means of communication with the market to w'hich the 
product of the land is sent. If there are improvements 
* O’lle. Part II, Chapter iv. 
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in Oic means of communication vviUi that 
cost of marketing having been reduced the cost . 
Zt of output of a land in its market dummshes, or 
which is tlm same thing, the amount of output at Uie 

Agai,. » . ^ 

a market may develop nearer the laud, and the cfle 

''^''‘toroduction of ncw'forms of produce. A land may ■ 
be more suitable for the growtli of 

L'rrr? .r - 

cost of production of both the crops is the same. Thus 
the hill districts of Assam and Bengal have become more 
productive by grou-ing tea, which is more suitable to 
them than anything else. Some Bengal lands have simi- 
larly increased in efficiency by substituting the more 
valuable crop of Jute for the less valuable one of rice, as 
in Khandesh, Berar, etc., cotton has been substituted for 
wheat. 

4. Finally, tlie exact course of the operation of the laws 
cannot be known orving to the fitful course of development 
of the full powers of the soil. The full powers of the soil 
may not he developed at a particular stage or with a par- 
ticular system of production. When the stage is outgromi 
or the system changed, the productive efficiency of land may 
increase veiy^ much, so that although the land was under the 
operation of the law of diminishing return, now its intensity 
may d^ish or it may even give place to the law of 
increasing return. For example, when a marshy land was 
.being cultivated nith a graduaUy increasing quantity of 
^ the other industrial agents, it might be under the operation 
of the law of diminishing return. But if they are increased 
ve^ much and uith their help the land is drained and 
othenvise improved, it may now yield to the operation of 
the law of increasing return. 
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The Scale of Production. 

Production may be on a large or on a small scale. There 
are some advantages of each, and that is why both the scales 
of production have persisted, even in our times. Every 
complete system of production in the modem age can 
roughly be divided into three parts. There is a process or 
a series of processes which has to be completed before the 
actual productive process of a group begins. There is next 
organized group production. And finally there is a process 
b}' which the produced commodity reaches the bands of 
the consumers. If we take the illustration of a cotton 
factory, we find that before the process of producing the 
cotton piece goods begins there are several processes by 
which the materials, etc,, necessary for the group produc- 
tion are secured. For example, the raw cotton, machinery, 
coal, or other source of power, etc., must be brought to- 
gether from outside. Next, the actual processes of spinning, 
weaving, bleaching or dyeing, and pressing and packing 
are done. Then the finished piece goods pass out of the 
factory. But before they reach the consumers there must 
be transportation, advertisement, sale, etc. Thus the 
whole work consists of three parts, viz. — (i) work before 
the factory, (2) work in the factory, and (3) work after the 
factory. 

The advantages of a particular scale of production 
appertain to these three stages. Those which are derived 
from (i) and (3) above are called external economies, e.g. 
cheap purchase of raw materials, advertising, discovery of 
the best market for the finished goods, etc. Those which 
are derived from (2) above are called internal economies, 
e.g. bringing together the best agents of production, 
combining them in the most efficient proportions, proper 
classification of work, effective supervision and control, 
etc. 

Large scale production is usually suitable for manufacture. 
Here specialized machinerj’- can be used to a large extent, 

8— (6059) 
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and as macliincrj'' produces exactly the same thmg> ; .. 
produces it in very large quantity manufactures in gene • . 
are found to be on a large scale. Tlris also means that sue . . , 
production is suitable for standardized articles, ^ lha < 
those articles which arc consumed in large quantities an 
upon which the individual i>eculiarities of consumers o 
not operate. Such articles can be casilj? produced by 
machinery as it accurately repeats tire same processes,* an , 
they have a wide market for sale. 

On the other hand, those articles which require attention 
of the individual units during production, or which must 
satisfy the special taste of consumers, must be produced 
on a small scale, because necessary attention to individual 
units or individual consumers does not permit efficient 
handling of the processes on a large scale. On the whole, 
small scale production is suitable for some kinds of agn- • 
culture. Tlius in the vineyard such production is essential. 
But in some other industries also it has advantages. For 
example, in dairy farming close individual attention is 
necessary, and there the scale of production, is relatively 
small. In tailoring, where the individual needs and tastes* * 
of the consumers have to be satisfied, production must be 
on a small scale. In artistic products, where the special 
tastes or whims of the consumers have to be studied, small 
scale production is suitable. 

Advantages of Large Scale pRODuenoN. The ad- 
vantages of production on a large scale can thus be 
summarized — ^ 




I dedication of labour accord. 

mg to Its capaaty. Tbe s^e of production being very 
large, profitable to carry division of labour or specialS 
tipn of mdustnes to a great extent stiH t speciaiiza 

can be given fuU employment on a small ^ 

for which he is particularly suitable ^ ^ ^ process 

2 . “ Applied machinery can he <;r> ^ , 

emplojunent to the motive power •• 
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also can be specialized, and machinery used for a small 
portion of a process and yet be given full emplojunent. 

3. " Improvements can be more readily adopted,” first 
because large scale production wields large capital, and, 
therefore, can afford to introduce costly improvements, 
which it is impossible for small scale production with small 
capital to introduce, and secondly, because machinery 
already specialized is more suitable for further specializa- 
tion through small inventions suggested by those who 
handle it. Tlius small inventions are encouraged. 

4. " Expert skill can be called in to a greater extent.” 
The work which must be done by one man in small scale 
production is subdivided into many, for each of which there 
can be an expert in large scale production. So, instead of 
having one man for the work, who is more efficient in some 
parts of it than in others, one expert may be engaged for 
each part for which he is specially suitable. Moreover, 
large scale production can afford to pay highly, and engage 
high-class experts whose services are ultimately economical, 
but the limited capital and the limited extent to which 
division of labour can be carried do not permit the same 
thing in small scale production. 

5. " Better agents can be employed in the selection of 
materials and of processes.” For each a specialized highly 
paid man can be engaged, whereas in small scale production 
many of these must be done by one man, who cannot be 
equally efficient in all. 

6. “ The control of the departments and sub-departments 
can be put in the hands of competent managers, while the 
energies of the head of the firm are devoted to general 
superintendence and organization.” In a small industry 
the head cannot afford to keep specialized men for each 
department and sub-department. But this can be done 
in large industries. Thus the head is left free to think 
of the general problems of improvement and organiza- 
tion, with a view to securing both internal and external 
economies. 
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Owing to these advantages, wherever large scale produc- 
tion can be introduced it is being done. Thus even in 
services this kind of production has developed, e.g. m 
railways, telegraphs, post of&ces, banks, etc. ■ , 

Advantages of Small Scale Production. On c 
other hand, there are some advantages in small scale pro- , 
' duction which have enabled it to persist successfully. These 
are^ — 

1. " The master’s eye is everyrvhere,” The head of the 
firm being also in charge of the departments and sub-depart- 
ments, the whole business is directly under his eyes, and 
therefore their co-ordination and efficient working are easily 
assured. 

2. There is no division of responsibility. One man— - 
the head — is the head of all the departments. Therefore, 
the energy which is spent in a big industry in sending half 

. understood messages backwards and forwards or in having 
an elaborate book-keeping system, or in keeping up a 
“ cumbrous system of checks ” is saved. 

3. Knowledge of scientific improvements is available to 
the small producer in modem times. Through " news- 
papers; and trade and technical publications of all -.kinds," 
such knowledge is brought to hun, and thus he is not so 
handicapped in keeping abreast of the times as in former 
days. Thus the agriculturists of Central and Western 
America keep themselves up to date, and are sometimes 
well read in agricultural chemistry. ” 


Industrial Organization. 

In former times organization played a vei^r minor nart 
in production. But with the growth of modem groun 
production mth highly specialized capital and varieffij 
graded labour, organization has come tn No 
foremost factors of production. In If f 
effiaency of the other factors depends P'’°‘^“chve 

upon that of organization. It extent, 

‘ Principle, ^ f°nn of human 

/£co„om.„. Book IV, Chapters, 
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labour, but is to be distinguished from ordinary labour in 
that whereas the latter is guided and controlled in its work, 
it is the guide and the controller. If enterprise or the 
undertaking of the risk of a business is not taken as a separ- 
ate factor of production, it forms part of organization. In 
former times this used to be particularly the case. An 
organizer would hire the other factors and carry on pro- 
duction. Sometimes a few organizers would form into 
private partnership and carry on business. Often it 
happens that all the partners are not capable of bearing 
both the burdens of organization, viz., the actual work of 
control and direction, and the undertaking of risk. In such 
cases the two may be separated. AU. the partners imder- 
take the risk of the business, while one or a few carry on 
the work. Those who do the latter work and also imdertake 
the risk are called active partners, while those who undertake 
the risk only are called sleeping partners. 

Joint Stock Enterprise. In modem joint stock 
companies, however, the two functions involved in organ- 
ization are usually separated. The shareholders furnish 
a portion of the capital and undertake the whole of the risk, 
while the directors and managers carry on the work of 
organization proper. This form of production has come 
into extensive use in modem times, especially with the 
introduction ‘of tlie principle of limited liability. This 
means that a shareholder’s liability in case of failure of the 
company is limited to the amount of the share which he 
has bought. If, for example, a man has purchased, say, 
10 shares of R.100 each, liis liability for the debts of the 
company ends on payment of R.i,ooo. The whole of the 
R.ioo for each share may not have been paid from the 
beginning. If so, the man will remain liable for the unpaid 
amount of each share. 

Joint St6ck Capital. The capital of a joint stock 
company is usually raised thus, the profit varj-ing according 
to die degree of risk undertaken. The company fixes, on 
registration, tlie maximum amount of capital which it 



no 
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wants to raise from the sharelioldcrs. This is called the , 


the maxiTORiR 

capital which it is authorized to raise by selling - 

But the ivholc amount of the authorized capital i. n 
usually put immediately in the market as shares. - 

ing to the needs of the business and taking the mar 
conditions into account, a certain amount is oScre ^ - 
taken up by the public, who become thus the sh^e . 
holders. The amount thus taken up is called the suhsenoe 
capital. 

For the convenience of the shareholders, and because 
the company may not be able to employ all the subscribed 
capital from the start, the whole of its amount is not 
required to be paid at once. It is divided into convenient 
parts, and the shareholders are required to pay the parts 
as instalments when the company calls for their payment. 
The portion of the subscribed capital which has been called 
up and paid is called paid-up capital. Tlius the authorized 
capital may be 5 lacs of rupees, of which 2 lacs may be 
subscribed, each share being of R.roo. If instalments are 
paid at the rate of R.io per share, and if five instalments 
have been called up and paid, then R.50 per share of i lac 
in all will be the paid-up capital. 

Debentures. Anotlrer way in which the capital of a 
company may be increased is by debentures. A debenture 
. holder does not participate in the risk of the business e.xcept 
when the company fails with insufficient assets to renav 
him. He gets his fixed income whether the company ^ 

a big or small profit, or whether it suffers a loss T} 
fore, his income is primarily the interest on the e u'r 
which he lends to the company. The shareholder ^ 
in the profit or loss of the company Thnc T shares 

greater risk in the business, and therefore 
a higher rate than the debenture-holder ^ normally 

can be classified thus in the order The shares 

^ 0^ increasing risk^ 
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1. Preference share subdivided into 

(а) cumulative. 

(б) non-cumulative. 

2. Ordinary shares. 

3. Deferred shares. 

All the shares get an income only when the company 
makes a profit. 

The preference shares get a fixed rate on the capital 
amount. If the company earns a big profit, they get the 
fixed rate and nothing more. If the company’s profit is 
small they get preference over the other shares. But if 
in one year the total profit of the company is not sufficient 
to pa5>' even the preference shares, these have to go without 
their fixed rate. If out of the next year’s profit the deficit 
of previous years is allowed to be made up, the preference 
shares are called cumulative ; if not, they are mn-cumulative. 
After the preference shares have been fully paid accord- 
ing to the fixed rate, the rest of the profit goes first to 
ordinary shares, which get the rate fixed for them. 
Finally, the surplus profit is distributed among the deferred 
shares. 

As the preference shares get their share of the profit 
first, the risk which falls on them is necessarily less than 
that on the ordinary shares. Similarly, the risk of the 
latter is less than that of the deferred shares. Thus, of 
the total capital raised, a debenture has the least risk, and 
the next in order are the cumulative preference share, 
tire non-cumulative share, the ordinary share, and the 
deferred share. Therefore, the rate fixed for each kind 
of capital increases in the same order, while the last gets 
only the remainder after the previous ones have all been 
paid. 

The total number of joint stock companies in India is 
about 5,200, with a paid-up capital of more than R.230 
crores, the total authorized capital being more tlian R.754 
crores. 

Advantages oe a Joint Stock Company. The joint 
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Stock company ^vbich is based on 
UabUity has great advantages, (i) With uni d 
bility a big capitalist involved in many busmteses foun 
that in case one business failed he was Uablc lor . ■ 
whole debt of that company if the other partners ha 
little private wealth of their owi. But under liirute 
liability he knows exactly the amount fox winch he 
liable, from the amount of shares which he holds. Thus 
he is encouraged to invest his capital in many businesses 
at the same time. In this way the total active capital 
of the country is increased. So the principle of limited 
liahihty is a great boon to the shareholders or the Capital" 
ists. But the capitalists may cheat the other creditors 
of the company by ivitlidrawing their capital just before 
it fails, and leaving no assets for the creditors who have 
first preference to payment. Tliis is prevented by regular 
publication of the company’s accounts duly passed by 
auditors recognized by the Government. 

-z. rfie pnhcipfe oi' lYmiterf fi'afiil’ity anrf t'fie system of 
issuing the shares in small convenient sums have Enabled 
small incomes to come into business which otherwise could 
not have been utilized for puxposes of production. This 
also increases the total efiective capital of the country, ' 

3. The publicity required by law naturally insph-es con- 
fidence in the creditors and the shareholders of the company 
From the published accounts they come to know of fjjg 
financial position of the company from time to tjjng 
also the profit or loss which they are likely to have Tit' 
also conduces towards the development of stable bi • ^ 

and therefore increased production. smess, 

4. The system of joint stock enterprise has enahi 
country to undertake big projects of production , 
could not have been undertaken by nrivot^ 1 
e.g. the railways. As the capital I divid J ®"/^rprise. 
shares, all persons can contribute towardc fh 
a huge capital can be raised to run an indn f 

- ■ »■<* » antoun, 7caS 
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There is, however, one serious disadvantage o£ the joint 
stock company. The organization is separated from the 
risk, the directors and the managers taking up the former, 
and the shareholders the latter. Thus, tlie work of manage- 
ment and control being separated from the profit, the organ- 
izers have not the same direct stimulus to good work as 
the increased profit would not come to them. This divorce 
of responsibility from the profit is a serious defect. But 
its effect is naitigated by two factors — 

1. The custom has arisen by which the managing direc- 
tors, besides their salaries, get a share of the profit, so that 
the greater the profit, the greater will also be the amount of 
their share of it. 

2. The growth of business morality in recent years has 
been a great check to fraud on the shareholders. The 
modem complicated mechanism of large scale production 
offers many opportunities of defrauding the shareholders. 
As compared wth these the actual cases of fraud are very 
few. The reason is that a body of managing directors, 
if they want to be in command of capital subscribed by 
others, cannot afford to run the risk of being proved dis- 
honest, and thus of losing their business and reputation. 

Transport. 

A modem business does not produce only for the locality 
in whicli it is situated. And as the process of production is 
not complete till the finished goods have reached the hands 
of the consumers, transportation plays an important part in 
determining the extent of a business unit. If the means of 
communication are bad there cannot be production on a 
large scale, for the market to which the output can be sent 
is nat-urally limited by the cflidencj' of the means of trans- 
portation. Thus efficient production requires division of 
labour to be pushed vcrj* far, and thus requires produc- 
tion on a large scale. This depends upon the e.xtent of 
the market, and the latter depends upon the means of 
transportation. 
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the dllagc ofononiic r-y.ntcrn is benominf; coii»picnl<:ntAr% 
ilie, lo\«j system, and greater economic solidaritj' oI tit? 
whole country is being attnined. ■n\is t ficct can I>c 
specially in villages wliich arc nearer to towns, or which 
, have i)ctter incanr, of communication with towns tfjsn 
sallagcs which arc far ass-ay. 

The Eekect or TitAKsroRT on AoRtcui.TtjRE. Tlie effect 
of this n<iw impact can be seen in agricnilurc as well 
Improved methods and means of cultivation arc gradually 
extending to the field of agriculture. Tlie rate of progress 
is rather slow, because the means of fndi.an cultivators tc 
initiate improvements arc limited and because, During tc 
their ignorance, knowledge of improved methods is difBcuIl 
to spread. . But the ^rillagcs have already- ce.-iscd to pro 
duce for Uie locality- only. Tlie means of communicatior 
help the town nierdiants to buy in the \rillagcs and transport 
tlie products to the internal distributing centres for 1 
all over the country- or to Uic ports for e.xport -n^ 
the market for agricultural products Iia« ^ J j' , 
better prices come to the clivators Thi e 
from a comparison of the prices of ^ 

the barest at which the cultivatL" eT" V^K ^ 

' 1T1 Wnrif? » . -'-il. »> itil ^ TT^C 
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has been the growing of crops which are utilized for purposes 
of manufacture in toums. There has been a very great 
increase in the cultivation of jute in Eastern and of cotton 
in Western India, which are meant to be moved to to^vns 
for manufacture or export. That the cultivators respond 
quickly to change in prices can be seen in the changes in 
the area cultivated as a result of the changes in the prices. 
The relative prices of jute and rice in Bengal and of cotton 
and wheat in Western India determine the relative areas 
under cultivation for those crops. Thus effective compe- 
tition is opening up new markets, and leading to a complete 
re-organization in the village economy, which is largely due 
to the development in the means of transportation. 

Co-operation. 

Another form of productive organization which has great 
futme possibilities is co-operative production. The object 
is to eliminate profit by distributing it among the worWs 
themselves, who are also owners of the business, or to the 
members by selling the output at the cost of production. 
That is, either as producers or consumers the workers get 
the profit of the undertaking. This form of production has 
been of recent growth. In the last century it was started 
mthout success. The reason rvas found in the unvullingness 
of the workers as oraers to pay sufficiently high salaries to 
organizers, as they failed to appreciate the value of the brain 
work done by them. Thus they were offered too low 
salaries to keep really efficient men. Since the beginning 
of the present century, especially after the success of 
co-operative societies for purposes of consumption, atten- 
tion has been drarvn to productive co-operation. Nov/ the 
Co-operative 'VN'holesale Society of the United Kingdom 
has factories in various parts of the world, producing 
food, furniture, clothing, flour, soap, etc. It has iron 
works, tea plantations, fruit farms, dairy farms. It has 
branches in the United States, Canada, Australia, France, 
Spain, Sweden, and Denmark. The primarj'' purpose of the 
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PART III 
EXCHANGE 

CHAPTER IX 

THEORIES OF VALUE 

In former times, before the use of money had been intro- 
duced in societj', exchange of goods was effected directly, 
and tire value of one article was thus ascertained by the 
other articles which could be obtained in exchange. Tlris 
direct exchange of one for other articles is called harier. 
Barter came into use only when societies developed to 
such an extent tliat each individual member, instead of 
attempting to produce all articles that he wanted for 
himself, confined his effort to the production of one or a 
few articles, by exchanging which he obtained other ar- 
ticles which he wanted to consume. Thus in a society, 
one man. A, would produce wheat, and another, B, cloth. 
A’s want for cloth and B’s want for wheat could be satis- 
fied only by exchanging wheat and cloth. 

Difficulties of Barter. 

Tlic great difficulty of exchange by barter was the dis- 
advantage of the double coincidence. Not only had a man 
to find a producer who was making what he wanted, but 
the latter must be wanting rvhat the former produced. 
Tims A, the producer of wheat, had to find B, the producer 
of cloth, with such mutual wants that A wanted doth and 
B wheat. Ollieiwise there could not be any e.xchange by 
barter. This coinridcnce was necessary' both for the items 
of eacli otlicr’s products and for their quantity. Further 
difficulties would arise when one produced an article 
whidi could not be subdi%uded in exchange. Tlius if A 
was a cattle breeder and B a wheat prothiccr, and if A‘s 

ttr 



Il8 ECONOMIC. PRlNCIPtES roil INPIAN READERS , .y , . 

requirements for wheat were small, he would be.uRAb^. 
to get wheat as he could not give up half or quarter ,q 
head of cattle. • • 

Sale and Purchase, 

' In order, to obviate this double coincidence necessary in, 
exchange , by barter, one exchange transaction has been 
split up into two, called sale and purchase. A now sells 
his product for money and with it buys what he wants 
for himself. Thus the common medium of exchange has 
removed the difficulties of barter. 

Here it is important to note a special feature of all 
exchange transactions whether carried on bj"- barter or 
money. In an act of voluntary exchange there cannot be 
any loss to either of the parties and, in the majority of 
cases, there is a gain to both the parties. In our prerdous 
illustration, if the exchange transaction between A and B 
is voluntary, that is, uninfluenced by any external pressure 
and earned on for the gain of each party, A and B consent • 
to exchange a certain quantity of wheat, say. i maund 
for a certain quantity of cloth, say, i pair of dhoties 
This must mean that to A the utility of i pair of dw ' 
IS ,at least equal to, if not greater than, the ut 4 t of “ 
maund of wheat which he agrees to give- up ^ % \ 
to B the utiUty of i maund of wheaTl^i ' , 
equal to, if not greater than, the utility of o 
dhoties which he agrees to give up Tr, ^ ^ 

, is, in all cases except when ole 

gate,, boa ae partio, ge, , anrpl J„uiily'’w 

There is a common belief ^ exchange., 

if in an act of exchange one partJ k 
must be a loser. This fe 
Md often are gainere. This k 
following reason. In the abn„ m Possible for the 
atock 01 *.t and B to A ha, a wj 

sum. nni,, K.- Of cloth. _ If each were to con^ 


sume only his own product ea.E -u 
'^^ich be has for that 
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satisfying all his urgent wants in regard to his article but 
all nainor wants as well ; probably, if the outpxit is large 
enough, a portion of his product remains without yielding 
, any satisfaction. As the utility derived from the unit 
of an article which satisfies an urgent want must be 
greater than that derived from the unit which satisfies a 
less urgent want, or which does not satisfy any want at all, 
the marginal utility of wheat to A and of cloth to B must 
be very small, or nothing at all. At the same time the 
most rurgent want of A for cloth and of B for wheat remains 
unsatisfied. Thus the utility of the first units of cloth 
to A and of those of wheat to B is very great. In tliis 
case, when A gives up some wheat and receives some cloth, 
he parts wth ver^' much less utility in the form of wheat 
than what he gets in the form of cloth. Similarly B gets 
very much greater utility in the form of wheat than he 
gives up in the form of cloth. Thus in every act of volun- 
tary exchange there is usually a surplus utility to both the 
parties. 

Mhen barter is supplanted by momy exchange the same 
result is continued. A sells his wheat at a certain price 
because in doing so he parts rvith less utility than what he 
can piudiase with tire money, for not having anjdhing 
else the utility from those purchased articles will be 
very great. 

In modem times we sec sometimes that an article is 
given up and, witliout the passing of mone5', another 
article is obtained, as when, say, A gives B i table for 4 
clrairs. Tiiis is not necessarily barter. What A and B 
actuall}’’ do is to ascertain the prices of i table and 4 
chatm and find that the two are the same. Thus, although 
commodities have exchanged hands without any money, 
yet their relative value has really been calculated in terms 
of mone}' and not in terms of utility. For the sohe of 
convenience onl}' the use of money has been cUminated. 
Strictly speaking, therefore, siicli acts of exchange come 
uitdor money exchange rather tlian barter. In modem ^ ^ 
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■ivhidi il)c cxrttt, sjttoKiits of the cxcliaaKwi ai-tJcIcs are 
feed in the market. But mt proceisl to r.aidj' the 
- forces winch determine ii‘c valnc «« article we fthould 
luidcrstand what a market is. 

In ordinary Jife wliert we speak of a market wc usually 
mean, a place where the buyers and sellers meet together 
and carry on exchange transacvions. But in economics 
a rnarket is not necessarily a place. A market may be 
defined as the field in whidi the buyers and the sellers arc 
in sudr intimate contact with one another that the forces 
operating in determining the value of commoditic.? arc 
knotvn to all. so that the price of a thing is the 'nJi 
over a .0 fioW. oobjoct lo U» cost ot trasponi,, TL ' 
one part to another. Such a market cm n-i-. * ^ ^ 
time. A market may be the place wlierc the”^ 
sellers habitually meet for purchase and sale 
■a wide region in which they are dosclv as^oH ? f ^ 

, and therefore know the extent of 1 together 

Or. a market may refer to time. We 1 supply, 
separately. ^oal witli each 

Place Markets. 

The market in regard to 

locality, or it may extend ‘o ^ ' 

extent of the market depends unon world. The- 

causes which extend the market T commodity. The 
are— lor a particular a.-... ■ 

I. 


= «narket for a The 

particular commodity ' 

If It IS an article of unitereaf'^'^ general demand,- 

^v.de market. consumption it can haS a ' 
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2. That it can be classified and graded, so that the exact 
quality of the commodity can be known and understood 
by seeing samples. If it is so, then the buyer need not 
actually come to the place where the stock is kept, but can 
order it simply by examining the samples. 

3. Tliat it can stand transportation over a long distance. 
If the commodity is perishable, say fresh milk, it cannot be 
transported to a distant place, and its market is necessarily 
limited. Again, if the bulk of the conunodity is very great 
as compared \vith its value, e.g. straw, it cannot stand 
long transportation since the cost of transporting it is 
likely to be too high. Or, if its weight is very great as 
compared TOth its value, e.g. ordinary brick, it cannot be 
sent over long distances as the cost of transportation is 
likely to be too much. 

Thus we find tliat the high class securities, the precious 
metals, and some other articles, e.g. wheat, etc., have 
an almost world market because they satisfy all the con- 
ditions mentioned above. 

Time Markets. 

From the point of view of time, markets can be divided 
roughly into four.^ (i) The daily market, which consists 
primarily of perishable goods, in which their supply for 
the day is more or less fixed and cannot be much changed for 
that day in response to a change in the demand. (2) The 
normal short period market, in which the output can be 
changed as the result of a change in demand only to a 
limited extent. Here the time is too short to bring about 
a change in the productive factors, and the producers have 
to manage with practically the same quantity of those 
factors. (3) The normal long period market, in which 
there is time for the factors of production to adjust them- 
selves to the change in the supply as the result of changed 
demand. Thus, if there is an increase in demand, the 
output can be increased with an increased quantity of the 
1 Marshall, Principles of Economics, Book V. 

St— (S059) 
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factors w)iic5( have been jsftKUiced on a larger rcale. . (4) 

The secular or ve.r>’ Ion;; period market, in wltich not on 5 

have the factors time to diar.ge in rc^ponac to cbsng«i \' 

demand, but aho there is time for big movements 

take a long time, c.g. growth in population, migration ori a • , 

large scale, great improvements in the methods of wording, 

etc. 


The General Theory of Demnnd and Supply. 

The central problem ot economic theory is the inrioiry 
into the balancing of two opposed classes of motives that 
arc found to operate in man in all his economic activities, 
Tlrcsc arc •. (i) desires to possess the sources of satisfac-, 
tion, i.e. wcallli, and ( 2 ) aversions to sacrifice which ss 
necessary in order to secure wealth. The desire depends 
upon the utility to bo derived from wealth and the 
aversion upon the disutility or negative vrtility to be under- 
gone in obtaining wealth. If at any stage the aversion or 
disutility is greater than the desire or utility^ economic 
actmty will stop before that point, Tims for economic 
activity to start and to continue it is essential that the 
utility derived from wealth acquired is greater than, or at 
least equal to, tlie disutilty of sacrifice. Hence in all such 


activity we start with the level of ytiliiy higher than that 
of disutility. Here two principles operate whicli move 
the levels of utility and disutility in opposite directions. 
The level of utility is affected by the law of diminishing 
utility b As the man gets an increased quantity of a 
commodity, his more urgent wants being satisfied by tlie 
.. previous units, the subsequent ones can satisfy only the- 
less urgent wants; in other words, the utility which he 

tr T f '«»«' 

'units, ihus the level of utility derivAri u 

of a commodity goes on diminishinrr * 1 , 

, which he poiSes go j Tt r ^ 

^ goes on increasing. On the other 

^ Vide pages 118—110 P 

ri* Part V, Chapter x^',. P'’“P<='' study of the law itself, 
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hand, the level of disutilitj' is affected by the law of increas- 
ing disutility. When he starts work to produce or obtain 
a commodity his feeling of discomfort for the work done 
is least in the beginning. But as he goes on working for 
longer time the work becomes more and more irksome. 
Hence the disutility from each subsequent work becomes 
greater than that from the previous work. Thus the 
level of disutility from each unit of work goes on rising as 
the amoimt of work increases. As we start with the level 
of utility liigher than that of disutility and as the former 
goes on falling and the latter rising, it is inevitable that 
sooner or later we shall reach a point where the two levels 
meet. That is the margin at which the two motives of 
desire and aversion balance. If economic activity along 
that line is pushed farther, the disutility from the next 
piece of work becomes greater than the utility of the next 
unit of the commodity. Therefore, a man stops at the 
margin. In icquilibrium the marginal disutility of the 
work done becomes equal to the marginal utility of the 
commodity obtained. 

In the above discussion we have been speaking of desire 
and utility, and of aversion and disutility. But these are 
subjective notions varying wth individuals and tlie circum- 
stances of each individual. Therefore, there cannot be any 
immediate objective and quantitative measurement of these 
desires and aversions. But if we cannot discover any means 
by whidi we can indirectly measure their relative quantities, 
the margin or equilibrium point will remain vague and there- 
fore unsuitable’for study in a science like economics. So, we 
must try to devise a means of such measmement. This 
can be done in an indirect way. Although we cannot 
measure the desire or utility, we can measure the commodity 
which satisfies the desire and therefore yields a definite 
amount of utility. Thus the amount of the commodity 
is the objective measiure of desire or utility. Similarly, 
aversion or disutility can be so measured by the amount 
of work done.- Hence, as a first step towards objective 



J24 !'C0?;0M1C rsuSCH'l.l"? J'O!-; JJISSSAS - - ii, 

nKMr.?ir<-!n.;iU hy avcmou and of vdit;i>: l>y 

niility. wo liavc lwi> laws- uf vaiiation. llic ftfsf con.neti* . 
ilie nmoxmi of ihinR'i (by \vd|;fit. nunuxT, or vohW-Oj 
wbh vbc anionnl of nlilUy, and t!\c focond c<iniv:cl< iW . 
atnoxml of work (throtiRh a ivxucA of tiint:) with tlic amo'.nd - , 
of tUsntilily. Thor.o law.i are ;dso Mibjt-ctive jna'-.ri’.tsch aS ■ ' 
tlic f^citisifnclion Riven hy a tiling and the wicrilkc amh-r- 
gone in tiic fonn of a piven piece of work van' with iodi- . 
vidmb and tfio.ir c{rc-nnwt;'.na,\'. Tlit'a} laws 
sutheient for o,unntitative mcasuromenl ‘ of dt??irc 
aversion since tlierc is no connection between tlie Ihi^o^ 


whidi measure desire and ibe work which measnfes. 
aversion, lienor the third law of variation intemicdiaf**' 
between tfie above two estaVilisiies the relation hclwcen 
the amount of things and the amount of work. 

Tims at the basis of the theoiy of dcm.nnd and supP^y 
there arc three laws of variation, vir,., ft) tlie law of utility' 
connects the amount of the commodity obtained with tbat- 
of tiic sati.sfaction derived from it, (2) the law of disutility 
connects the amount of the work done with that of the 
sacrifice or discomfort resulting from it, and (3) the law 
of efficiency connects the amount of the commodit}* ob-, 
tained with the amount of the work done. The third law 
is capable of being only objectively ascertained. Thus 
we can measure quantitatively tlie amount of the com- 
modity which can be obtained by a definite amount of 
work. Going behind the commodity and the work this 
measures the satisfaction or utility in terms of the sa^fice ■ 
or disutility And going behind these terms this measures 

the dc. res in terms of the aversions. Therefore Tl hough 
the latter terms are j , ’ “wnuugii. 


hence not capable of 


direct quantitative measurement yc 
laws of variation they can be reduce^to 
commodity and work, which can be so meatSed 
In economics a commodity mav he .,f 


non- 


work is really one between two 


commodities looked at 
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from Uvo points of view, viz., tilings that satisfy want and 
things that are to be produced or acquired and given up 
for the former. In actual life, exchange takes place under 
varjdng circumstances. The cases to be found in the 
modem civilized world can be classified under three cate- 
gories ; (i) Two-sided monopoly where both the exchanging 
p.arties command a monopoly of the market. This is 
‘ rather .rare. (2) One-sided monopoly or one-sided com- 
petition where one part}' commands the monopoly which 
the other party does not. Usually the latter are consumers 
and the former producers, taking production in its econ- 
omic sense and therefore including trade, transportation, 
etc.i {3) Two-sided competition where each of the 
parties competes among its members whether in buying 
or selling. This case may further be subdivided into two, 
viz. — («) \\liere value is not primarily measured by the 
cost of production on the supply side. This covers two 
cases : (i) ^Vhere reproduction is practically out of account, 
e.g. ancient sculpture, rare coins or manuscripts, etc., and 
where the supply cannot be rapidly diminished, e.g. the 
precious metals, (ii) \\Tiere, in spite of reproduction, causes 
other tlian the cost of production have great effect. Tliis 
happens in the case of non-competing groups, as within a 
country caste determines occupation in India, e.g. a brahman 
v/ould not talce to the sweeper’s work however profitable 
it may be, and as in international trade where cost affects 
but does not measure or primarily determine exchange 
value.2 [b) Wliere value is primarily measured by the cost 
of production on the supply side. In the following study 
of the theory of value we shall study this case as it is most 
widely to be found Avithin a countiy. 

Theory of Value. 

The exact amount of an article which can be obtained 
by exchanging another in a market is determined by two 

^ The determination of exchange value under monopoly is studied 
in Part III, Chapter x. 

* V^de hclow, International Trade, -Part III, Chapter xi 
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forces or two series of forces. Kicardo in (he beginning o , 
the nineteenth centtirj» said that the forces of deman an ^ 
supply, that is, utility and the cost of production, 
mine the value in a market, but in his exposition o . 
theory he emphasized the latter. From this his followers 
for half a centurj' asserted that cost of production a one 
determined value. Tlic argument was that the value o n 
commodity must at least cover the cost of production i 
its production was to be continued, and under competition . 
the minimum tended to be the market value. About- the 
middle of the nineteenth century Jevons started the 
opposite theory, viz., that value was determined by utility, , 
that is, by demand. The argument was that the value, 
of a commodity could not exceed the utility which the 
buj'er got from it, and if its cost was greater than that,'- 
it could not be sold, and therefore would not continue to 
■ be produced. Marshall combined the two theories, each 
of which contained an aspect of truth, and has given us 
the modem tlieory of value. 

Tlic modem theory of value says that the exchange 
■_ value of a commodity in the market is determined by the 
interaction of both the forces' of demand and supply. 
Demand is determined by the utility derived from its use. 
Supply is determined by the sacrifices or e.xpenses under- 
taken to produce it. Before the value is finally determined 
, in the market there is a sort of see-saw of values but the 
fluctuations are confined rvithin definite limits Demand 


fixes the upper limit and supply the lower. The buyer, 
would not pay a nnr-r. . ouye 




exceeds this limit he loses in 

definite maximum .. With this 


d6fiiiit6 ni3xirniirn Ixc conip<i +r* ^ 

obtain the article at a price as low^tSn?^ tries to';- . ! 

is possible. On the otLr hand f, J^^"Wium as . 
a price which is not less than su' ^ - • 

is the money value of tin. -c P*'o<luction, which ' 

y of the sacrifices he has undertaken to „ 
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produce the article and bring it to that market. If the 
price is loAver than this minimum he cannot continue to 
produce. With this minimum he comes to the market 
and attempts to raise the price as much higher than the 
minimum as is possible. 

Thus are obtained the maximum and minimum limits 
beyond which the price of that article cannot normally go. 
Between these limits the exact point at which the market 
price will be fixed is determined by two factors, viz. — (i) the 
extent of the buj'ers' demand and that of the sellers’ desire 
for other things rvhich can be bought with the price, and (2) 
the bargaining capacity of each partyv (i) If the buyers' 
demand is large they compete among themselves and raise 
the price to a higher level, within the limits, than it other- 
rvise would have been. This means that the greater part 
of the gain by exchange goes to the sellers, and the price 
is nearer to the buyers’ maximum than to the sellers' 
minimum. On the other hand, if the sellers are in urgent 
need of other things which can be bought rvith the price 
of their products, they compete among themselves, and 
the market price stands nearer to the minimum than to 
the maximum. 

(2) Again, if any of the parties is ignorant of the extent 
of the other party’s desire or is otherwise weak as bargainer, 
the price is likely to be nearer to the limit fixed fay its 
requirements, Thus with rveak buyers it is near the 
maximum, and -with weak sellers it is near the minimum^ 

The market price is thus determined by the forces of 
demand and supply. As Marshall happily puts it, they 
work like the two blades of a pair of scissors. Even when 
one blade is kept fixed and a piece of paper is cut by 
moving the other blade, we cannot say that the latter only 
cuts the paper, but must say that the work is done by both. 
Similarly, even when apparently either demand or supply 
fixes tire price in the market it is really the work of both 
operating jointly. This does not mean that the part 
played by the two forces of demand and supply is the same. 
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At one time the one force or at another time f 
have a predominant influence in the detcnmnation of 
. price. Tins can be seen in the b:dandng of deman . 
supply in markets divided according to time* 


The Daily Market. 

Thus in the daily market, that is, the market for peiish- 
able goods which cannot be kept over for the ne.yt day, 
the supply whick has been brought forarard is more or less • 
fixed by the past anticipation of demand for those goods. 
But once the goods have come to the market the supply is 
more or less fixed and unalterable- If it is found that on 
that day demand is unexpectedly great or small, the supply 
' cannot, be increased or diminished in response to the new 
demand. There supply, being already determined, operates 
like the fixed blade of a pair of scissors, and demand, like 
the mo\'ing hladci determines the price at which the goods 
are to be sold. Thus the predominant influence upon the 
price is that of demand, and supply plaj^s a passive part. 


The Short Period Market. 


IS 


If it is a short period market, that is, one in which there 
,o riot enough time to vary the factors of production in 
response to a variation in demand, an increase or decrease 
in the demand uiU bring about a corresponding change in 
the supply rvithin certain limits. If the demand increases 
the supply will increase but only with the e.xisting factors 
of production. In other words, those factors of production 
.^vhreh were below the margin of production by being 
obsolete or out of repair will now be drafted into service 
and those factors which were already working trill be 
t^rked more mtensively than before. If wf assul 
that the former factors were worl-inrr , 
efficiency this would mean oassffi^K 
maximum efficiency. This trill inerf, 

But , as the factom 

supply can he nroHnma 4. ^ efficient the increased 

PP> can be produced at a comparatively greater cost. 
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Thus an increase in the supplj' in the short period market 
tvill lead to an increase in the cost per unit. 

On the other hand, if there is a decrease in the supply 
in response to a fall in the demand as there is no time to 
adjust the factors to the new sade of production, only 
those of the factors will remain in work which are most 
efficient for production. Thus tiie cost per unit of output 
wll tend to fall if the supply is diminished. Whether 
there will be an actual fall in the cost will be determined 
by the particular aspect of the law of production which is 
operating. If the production was under the operation of 
the law of increasing return, a fall in the output will mean 
an increase in the cost per unit. Tlius there svill be two 
forces operating in the opposite directions, the effect of 
the former being to reduce tlie cost and that of the latter 
to increase it. The actual variation in the cost per unit 
will depend upon the intensity with which each force is 
working. But if the production w'as under the operation 
of the law of diminishing return, a fall in the supply w'ill 
reduce tlie cost. In this case the hvo forces wll be mo\ing 
in the same direction, and the effect will be a great fall in 
the cost. Again, if the production was under the oper- 
ation of the law of constant return, there will be’ no change 
in the cost so far as tlie law' of production is concerned. 
But as the reduced supply will be produced with the more 
efficient factors, the cost will fall as a result of this force. 
The above arguments assume that overhead charges can 
be reduced as well ; this is extremely unlikely in actual life. 

Thus in the short period market we find that demand 
is yet the more important factor, but that supplj' is not 
as passive and fixed as in the daily market, but can move 
within certain limits and, therefore, can partially adjust 
itself in response to tlie new position of demand. 

The Long Period Market. 

If we take the long period market, that is, one in which 
there is time enough for varjdng the factors of production 
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ZS. “?tl.e industri- svn, nnOer .lie opemtion of .lie ; 

diminish and a fall in « "ill increase .he cos . If .he 
industri' was under the operation of the law of constant 
■ return, the cost will remain the same for an incrc.ase or fall 
in the’ supply, ^^dlcthcr the actual cost will increase or 
diminish with a change in the supply svill depend upon the 
intensity of the particular aspect of the law of production', 
which was operating, and the extent of the advantages or 
disadvantages which accrue as a result of the variation in 
the scale of production. 

In this case the supply can adjust itself to the new 
demand, and therefore plays a more prominent part in 
the determination of the price. In such circumstances, in 
a competitive system, the price tends to be very near to 
the cost of production or the lower limit of the variation 
in the price. 


The Secular Market. 

If we take the very long market—what MarshaU call 
the secular market — in which not only have the factor 
time to adjust themselves to the new condition of demand 
but there is time for the operation of big movements lik 
incre^e in population, migration, scientific inventions 
openuig up of natural resources, developing new markets 
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improving communications, etc., the adjustment of 
supply is more complete than ever before. In such cases 
supply becomes a more predominant factor in determining 
the price and demand is more or less passive like the fixed 
blade of a pair of scissors. 

Thus we see that the shorter the period, the greater is 
the influence of demand and the less that of supply in the 
determination of the market price, while the longer the 
period tire less is the influence of demand and the greater 
that of supply. 

Market Operations. 

Marshall calls the short period and the long period 
markets the normal market because normal changes, that 
is, changes which can be foreseen and therefore pro- 
vided for in advance, take place in these markets. In 
such a normal market the variation in the price cannot be 
so violent as in the daily market, nor so slow and imper- 
ceptible as in the secular market. 

Futures. What are called dealings in futures work in 
this market. We know from Chapter III that the supply in 
a market is not necessarily the stock. If the price is low only 
a portion of the stock mil be placed in the market as supply. 
With a sufficiently high price the whole stock may be the 
supply. This market price of the present is always com- 
pared -with the expected market price in future. In the 
first case the supply is small because the future price is 
expected to be higher, and therefore supply is withheld as 
stock for the future sale. In the second case the supply is 
large because the expected price in future is likely to be 
lower and therefore stock is brought out as supply. 

This relation between the present price and the supply 
and the future price and supply enables a market to have 
an even level of price over a long period of time and pre- 
vents its violent fluctuations. Thus if it is expected that 
as a result of a rise in the demand or a fall in the suppty, 
the price of an article is likely to go up in future, traders will 
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witWiold a portion of the present supply for.sale in future. 
This wDl have the effect of reducing the present an 
creasing the future supply:. This vnll lead to a nse in , 
present and faU in the future price. Thus tlie two pne 
ivUl be brought nearer to each other and there will no , 
therefore, be that violent- fluctuation bet-ween the present 
and future prices which would have come had the present 
stock formed the present supply and the future output 
die future supply. On the other hand, if the futurp price is 
expected to faU as a result of reduced demand or increased 
supply a large portion of the present stock rvill be the 
’ present supply at the high market price prevailing now. 
Thus the present supply rvill increase and the future 
supply, which would otherwise have increased by the 
present stock being withheld for future sale, will diminish. 
Tliis will lower tlie present and raise the future price, 
thus confining the price fluctuations within narrower 
: limits than would have been the case if the present supply 
had not increased and the excess of the present stock over 
the present supply had all increased the future supply.- 

The Stock Exchange. 

This operation in future dealmgs is extensively to be 
seen in all organized markets, especially in those goods' 
which have a ivide market. It is to be found primarily 
operatmg through wholesale transactions in which thl 
, parties on both sides, that is, demand and supply are 
well versed m studying the conditions of the market ^ 

-also in the art of bargaining. We shaU explain ifexaS ' 

operaUons, taking for iUustration the stock 
, of the best organized markets in the wSm one 

several parties operating on the markef 
the bona fide buyers and sellere wh,. ^ 
and sell, according to their ^ 

and minimum limits beyond whklT'*^ maximum 
Next, there are the brokers or ^ vary., 

real function is to brin>r agents whose 

bnng together the buyers and the 
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sellers usually through other parties. The latter are the 
jobbers who operate in the market by both buying and 
selling. They quote a lower price at which they are 
willing to buy and a higher price at which they are billing 
to sell. Obviously, if there is brisk sale both their prices 
will rise and if there is slack trade they will fall. But the 
real operators who ultimately determine the market price 
and relate it to the future price are the Btdls and the 
Bears.'^ Both these are dealers in future transactions on 
the basis of a present contract. The Bull is one who 
contracts to buy at a fixed price a certain quantity the 
delivery of which he will have at a fixed future date, usually 
alter a fortnight. He is not a bona fide purchaser. He 
reaU3r buys because he expects the price to go up at the 
time of delivery^ and, therefore, expects to make a profit 
by selling it at the time. Thus he is in appearance a 
buyer but in essence a future sefier. The Bear contracts 
to deliver in future at a certain fixed rate a certain quantity 
of the goods. He is not a bona fide seller, in fact, he has 
not any stock. But he expects the price to fall at the 
time of delivery and buy then at the low price and deliver 
the goods according to his contract. Thus although in 
appearance he is a seller, he is really the future buyer. 

From the above it is apparent that if the future price 
rises the Bull makes a profit and the Bear suffers a loss, 
while the contrarj' is tlie case witli a fall in the future 
price. Delivery' of goods is neither taken nor given. If the 
future price rises the Bear simply' gives the Bull the excess 
of the future price over the contracted price, while if the 
future price falls the Bear receives tlie excess of the latter 
owr the former. Tlie important effect of these speculative 
transactions is that every factor that affects the future 
price of the goods in the organired markets is carefully' 
studied by the Bulls and the Bears, who are great experts 
in tlie matter. Thus one expert body is pitted against 
another, one operating in amicipation of a {.-ill and the 
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Other for a rise in the future price. By such transactio^. 
the present and future prices are brought into very c , 
relation, and the result is a comparative steadings ^ . 

the two prices and a prevention of violent fluctua lo 
This is a great advantage for the bona fide sellers, sin 
their calculation of their profit or loss would ^ 

upset by violent changes in prices, as also for the 
who have more or less stead}' prices at which t ey 
buy. This is the great practical advantage obtaine ro 
speculation, r 


Joint Demand and Supply. 

Joint demand involves complementary supply. There 
is Connection from the side of demand while the supply is 
independent, c.g. blade and handle. But the supply o 
the t^vo must complement each other so as to produce 
knives. The supply price of the finished commodity is 
equal to the supply prices of the factors. 

Joint supply involves complementary demand. Here 
there is connection from the side of supply while the 
demand of the two is independent, e.g. wheat and straw. 
But the demand of the two must complement each other 
so that the demand price of the tv’O together covers the 
cost of production. 


Alternative Demand and Supply. 

Alternative demand involves competitive supply. T1 
same ultimate demand can be satisfied by either of tu 
things, e.g. tea or coffee. Thus the more of one is usei 
,, the less of the other is required. Here there is connectic 
_ from the side of demand while the sunnhr j j 
, B„. aetc, „pp„ o, « 

demand depends upon the units of demand for eal 

Alternative supply involves competitive dema^' Hei 

advantages of speenh 

tions are. m fact, verv much ‘ts simplest form. The ooeri 

than what are described here. ‘^°®pEcated in the actual marke- 
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out of the same source either of two things can be 
produced. Therefore, the more of one is produced, the less 
must be the production of the other. The needs met by 
the two thus compete with each other. 

From this it can be understood that a disturbance in 
t e demand or supply of one of the articles wliich are con- 
nected through demand or supply must alter its demand 
or supply schedules. In joint demand, if the supply of 
one of the factors is thus disturbed, its demand price will 

0 equal to the demand price of the finished commodity 
mxnxts the supply prices of the other factors. In joint 
supply a disturbance in the demand for one of the pro- 
ducts ^vfll make its supply price equal to the total cost of 
production mvxns the demand price of the other products, 
n alternative demand, if there is a disturbance in the 
supply of one of the two things, for each price of the 
ultimate satisfaction to which both contribute, the amount 
of demand of that thing will be equal to the total demand 
vxxnxis the supply amount of the other thing. In altern- 
ative supply, if there is disturbance in the demand for one, 
for each price of the total products, the amount of supply 
of that thing will be equal to the total supply of all the 
products vimxxs the demand amoimt of the other things. 

The conditions in which a check to the suppl}' of one of 
the factors of joint demand may raise its price very much 
may be summarized thus^ : (i) The factor should be essen- 
tial to tlie production of the finished commodity and no 
substitute available at the same cost, {a) Hie finished 
commodity itself should be an essential article the demand 
for which is great and for whidi no good substitute exists at 
the same price. {3) The proportion of the cost of the 
factor to the total cost of the finished commodity should 
be small, so that a great rise in tlie former will bring 
about a comparatively small rise in the latter. (4) A small 
rise in the price of the finished commodit}- should bring 
about a great fall in the supply prices of the other factors, 

' MarJliail. E’nKff/'.Vr Boot. V, CLsplcj vx. 
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Onis leaving a great margin for n,c rise in the price of. Use 
< r icn ar actor. Tliis will happen only when the other 
V ^ are being produced under the intense 

fall L diminishing return, so that a small 

dern^n,! on a small faU in the 

will finished commodity as its price rises a little, 

tlie supper price. production or 

that is bv^L !*r the law of substitution, 

above and bv conditions stated : 

, other kctomol produce™ substitutes for the 



CHAPTER X 


MONOPOLY 


In olden times monopoly used to be confeired by the 
Government. Tlie modem conception of monopoly ex- 
cludes this. It results from the action of independent 
dealers. It is a power derived from the concentration ot 
capital in a few hands which are under joint control. It 
may be defined as " that substantial unity on the part of 
one or more persons engaged in some kind of business 
which gives exclusive control, more particularly, although 
not solely, \vith respect to priced.” Thus monopoly is 
contrasted with competition. 


Kinds of Monopoly. 

Monopolies may be classified variously. We shall give 
here three classifications. The first classification may be 
made as follows ; 

I. Kartel. 

3 . Trust or horizontal combination. 


3. Vertical or efficiency combination. 

The Kartel. Kartel is a combination of independent 
producers tire object of which is to obtain commercial, as 
distinguished from productive, advantages. It is rea 5 a 
development out of a pool which is not monopoty ut on j a 
step towards it. The aim of a pool is to escape competition. 
It retains tlie separate economic existence of the membere. 
It divides among them the territory whicii each is to serr c, 
or the earning, or tlie total production. A pool is an 
unstable combination which leads to competibon y _n>- 
solution or to kartel by further development of combin- 
ation. Tlie aim of kartel is ako to limit ”• 

In certain definite matters there is a common co 
action agreed upon by the parties, e.g. Innitatson of .a 
' nkH 3 ,ul T. Ely. Ouiio^t e/ E«s3ni,'S. Baob U. 

ur 
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degree of control exercised by the trust. The kartel is 
an alliance or federation while the trust is a fusion or 
amalgamationi 

The Verticae Combination. The vertical or efficiency 
combination aims at combining not only similar productive 
processes of the various units, but also all complementary 
processes of production from the raw material to the finished 
commodity. It is a "groupment in depth.” Different 
grades of production which gradually lead to the production 
of a commodity are all combined under one management 
and control, Thus is evolved a system of co-ordinated 
plants covering the whole of an industry. Sometimes the 
horizontal and vertical monopolies are combined together. 
Then the new monopoly becomes a huge organization 
absorbing not only the same grades of different business 
units but all the grades as well. Such a monopoly is the 
Standard Oil Company of America^ 

Further Classification of Monopolies. 

The second classification of monopoly is into (1) legal 
monopolies, e.g. patent or copyright, (2) State monoplies, 
e.g. salt and opium in India, (3) natural monopolies, 
which by virtue of the nature of the work tend to become 
monopolies, it not being the interest of one to start the 
same work which has already been started by another, 
e.g. railroads, telegraphs, waterworks, tramways, etc., and 
(4) capitalistic monopolies, that is, those which become as 
by virtue of the advantages derived from the use of large 
capital concentrated into one body, e.g. the Standard Oil 
Trust, the Sugar Trust, the late Viffiisky Trust of America 

Social and Natural Monopolies. 

A third classification of monopolies may be as given 
below ^ : 

A. Social monopolies — 

I, General welfare monopolies : (i) patents, (2) 

Richard T. Ely, Outline of Economics, Boole II, Part IV, Chapter 

XIII. 
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copyrights, {3) trade-marks, (4) public consumption 
monopolies, e.g. regulation of liquor traffic, {5) fisc^ 
monopolies, e.g. salt in India. " . . 

2. Special privilege monopolies ; (i) those based : 

upon public favouritism, e.g. special tariff advantages, 
and (2) those based upon private favouritism granted 
by other monopolies, e.g. special rates of freight b}’’ 
railways. ■ . ' - 

B. Natural monopolies — . " . ' 

1. Those arising from the limitation of supply of raw 
materials, e.g. jute in India. 

2. Those arising from peculiar properties inherent 
in the business itself, e.g. roads, railways, canals, docks, 
telegraphs, etc. 

3. Those arising from secrecy, e.g. German industry 
of sjmtlvetic dyes, especialfy before the w^ar. 

Social monopolies are, those which grow by legal enact- 
ment or by some other social arrangements. Natural 
monopolies depend on natural forces as distinguished 
, from social arrangements. MTienever there is a decided 
increase in the profit to be obtained by combination, mon- 
opolies naturally grow. 


Causes of Combinations. 

In recent years there is a constantly e-xtending field of 
industries from which competition is being eliminated 
because its existence is not natural or not possible. -The 
causes which lead to industrial combinations may be thus 
classified — 

I. Normal. "nie normal causes are all-pervading. 
Smce the Industrial Revolution which introduced tlie ex- 
tensive me of machinery there has been a continuous 
^owth m the size of business units. This is primarily 
due to the advantages of division of labour, of the use of 

production. Thus 

now a ^ of small business units there is 

now a small number of large business units. Moreover, 
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the use of specialized capital has extended so much that 
few business units can afford to give up production with- 
out serious loss. Hence attempt is made artificial!}? to 
create demand. But the market and the means of commu- 
nication rvith it have not developed so much as the increase 
in output. Tire result is intense rivalrj? often leading to 
over-production and lowering prices below the profit level. 
If the large producers persist in competition it will lead to 
the ruin of all. But if they combine and limit production, 
or unite in production, and raise prices they can all earn 
good profit out of (i) the lower cost of production as a 
result of the larger scale of production, (ii) the low price 
at which they can buy their raw materials since they are 
the only purchasers, and (iii) the high prices at which 
they can sell their finished goods to the consumers. 

2. Artificial or abnormal. These causes are the results 
of human interference. The more important forms of 
these are — 

(i) The protective tariff. By limiting competition with- 
in the country and penalizing the imported goods an arti- 
ficial stimulus is given to home industries. This leads to 
monopoly, first because combination raises tlie internal 
prices to the import point, and secondly because com- 
petition robs the extra profit from all and lowers prices, 
thus making combination profitable. 

(ii) Railroad discrimination. Competition among the 
railroads always leads to such discrimination. Up to 
1905 this used to be the case between the G.I.P. and B,B. 
and C.I. Railways between Bombay and Delhi. Although 
such discriminations are not essential to the growth of 
monopolies yet they can rule the fortunes of manufacturers 
or dealers. 

(iii) Unwise legislation. Tliis is an important factor in 
giving direction to combinations. For example, the at- 
tempt to suppress Pools led, in the United States, to the 
formation of Trusts which, when attacked, developed into 
a Community of Interest keeping up the combination 
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!hiI tccivnically (■.v.'iding the law. The ;, 

the lav: 1«1 to the formatiott of the Holding '. 

a 5orl of mohile combination, the combination pa X 
which is verj’ effective and the mobile part is eycop« 
to chide the law. . . • , . ' 

3. Minor causes. There arc some pccuHanfies m, 
different conntrics, which help the growth of combina lon 
and give speci.nl forms to them. For example, in t e 
'United Statens, unlike EngLind, politics do not attrac 
the best men, who almost invariably go to industnes. 
Hius industrial activity in America is more advcnturoH=. 
risky, and offensive than in England. The field of indus 
trial activity is continually widened, leading to the fonh- 
ation of large trusts. Again, an original combination of 
the employers, formed in order to control the workers, may 
develop into a closer combination and end in monopoly- 

Monopoly Revenue. 

The interest of the monopolist is to secure the maximum 
total profit. Profit depends upon the excess of the price 
at which a commodity is sold over its cost of production. 
Tlic latter varies and one of the objects of combination is 
to reduce it. The price, on the other hand, can be raised 
subject to the maximum which is fixed by the demand. 
Thus in order to secure the maximum net gain the mon- 
opolist is to find out that demand price at which the quantity 
demanded, multiplied by tlie excess of the demand price 
over the monopoly cost of production, is tlie greatest. 
The monopoly price can be high if the following 
ditions exist — 

1. The demand for tlie commodity is inelastic so that 
a substantial rise in the price ^vill not materially reduce 
the quantity demanded- 

2. The general average of economic well-being is ijj j 

so that, the marginal utility of money being small, peo^/’ 
will be prepared to pay a comparatively high price fo^ ^ 
given quantity of tbe commodity. ^ 
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3. The standard of living is high so that the habit of 
expending income is extensive in the community. Other- 
vise there may be high income but it may lead to greater 
saving U)an spending. 

The ideal monopoly price will be the price fixed ac- 
cording to the demand price of each indi\idua] customer, 
so that each customer will be compelled to pa}’’ the highest 
price which he is villing to pay rather than go \vithout 
the commodity. But as this is impossible in practice 
the next best thing is to divide the customers into classes 
and charge each the maximum price it is willing to pay. 
This the railways, theatres, etc., do and charge separate 
prices for different classes of the community. Another 
way of such discrimination is to charge separately for 
different uses of the same commodity, e.g. electricity for 
light, cooking, factor}’’, etc. 

In real life the t}Tanny of monopoly may be alleviated 
by the existence of other circumstances. These may be 
as follows — 

1. Monopoly may not be complete. .Fear of compe- 
tition will effectively check the rise in monopoly prices. 

2. A monopolist may miscalculate and not know the 
price at which he will get the maximum revenue. 

3. He may be prudent and not provoke too much 
public resentment, which may lead to State regulation of 
his prices. 

4. He may be really desirous to benefit the consumers 
and charge prices which will divide the monopoly revenue 
between himself and the consumersj 

The way in which monopoly prices are fixed shows 
thaf monopoly prices need not be higher than competitive 
prices. Monopoly prices may be primarily due to re- 
duction in the cost of production. Thus they may be 
actually lower than competitive prices. On the other 
hand, they may be primarily fixed at a high point because 
the monopolist can force the customers to pay high prices. 

In practice it is found that the latter is always an important ’ 
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factor, and therefore monopoly prices are higher than coniv 
petitive prices. In general \vc may say that the araorat of 
/monopoly product mil be great and therefore the price at 
' -which it is sold will be low if the monopolist is in any way 
desirous of promoting the interest of the consumers. 

Sometimes it may be desirable for the government of 
the country to start an industry which is expected per- 
manently to incur a loss. From its verj’- nature the in- 
dustry is bound to be a monopoly. Such a case wiU, 
arise when, the price at which the product can be sold is 
lower than the cost of production, and yet the social 
benefit to be derived from the industry is very great. 
The total benefit of an industry consists of the benefit to 
the consumers and the profit to the producers. If the 
former is very great and if the loss to the producers is small 
the total benefit to the society uiU be the former wf«»s 
the latter. Thus if the Government runs such an industry 
or subsidizes such an industry' the total benefit may be 
high even when the subsidy is deducted from the benefit 
. ..to the consumers. From the strictly economic point of 
view education is such an industiy^. The cost is per- 
manentty higher than the income, but the economic benefit 
the consumer s surplus — is vastly greater than this 
deficit. Another illustration in India was the railway 
industry up to the beginning of the present centui^c . 


Effects of Monopoly. 


Some of the effects of monopoly are good for the country. 
Some others are bad. 


are^^SsT ^he benefits of monopoly, 

rodStS. ^cale 


fullcst capacity. This muTt 

auction than before. efficient pro- 
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and dmsion of labour in organization can be carried to a 
greater extent in monopoly than it is possible to have 
under competition. 

3. The cost of transportation can be reduced in two 
M^ys, viz. — (rt) by ha\dng specially low railway rates since 
the quantity moved is veiy^ large, and (b) by having branches 
all over the countiyi and supphdng customers from the 
nearest branch. 

4. By-products which, in a small industry, would be 
wasted, can be utilized or sold to a subsidiary' industiy 
which is likely to grow near it because of its by-products. 

5. Inventors and experts can be employed to a greater 
extent than in the case of a smaller industry. 

6. Lower prices are possible because of the reduction 
in the cost of production. 

Evils of Monopolies. The eidls are at least equally 
manifest. 

1. Actually it is seen that prices are higher than com- 
petitive prices. This is so because of the capacity of the 
monopolist to push up monopoly prices to the full height 
of the demand prices. 

2. Usually it is found that movements in prices are 
sudden and violent. This is because the steadying oper- 
ations of the Bulls and the Bears in the market of a mono- 
polistic article have little control owing to the lack of 
competition among the producers. 

3. The organizers or managers know tlie internal situation 
and often speculate in the trust shares. This is bad for 
the bona fide shareholders. 

4. The market of a monopoly being certain and profits 
being sure, the monopolistic organization does not have 
the same incentive to be enterprising and careful of 
business methods as the competitive organization. 

5. The whole system of production being centralized 
and the number of business units being reduced, there is 
less scope for individual responsibility among business 
men. 
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6. There is possibility, as in the United States of 
America, of corruption of the courts and the legislature by • 
the monopolists for their own economic self-interest. , , 
Control of Monopolies. Since the evils have become 
verj’’ prominent, such organizations are coming to be con- 
sidered as a danger to the public. In the United States' 
they have been declared illegal by law and judicial 
decision. But under different forms- they continue and 
flourish. For example, the Standard Oil Company , was 
dissolved in 1910 by judicial decision, but it is still a 
monopoly. The attempt to suppress monopolies seems to 
e futile, especially so far as they are the result of the ■ 
normal causes. Also if properly controlled they' can be 
of great beneflt to society. The best means to handle 
em have been recommended in America to be by , 
overrent inspection, publicity of their work, and some 
con o over unreasonable prices. It is apparent that as 
law Government through the 

^ ® courts, to the extent that the monopolies 
the corrupt the legislature and the courts, • 

he effectiveness of these means becomes reduced. ■ 



CHAPTER XI 

INTERNATIONAL TRADE ^ 

International or foreign trade between two countries is 
an extension of the principle of territorial division of labour 
or localization of industries. The principle of interna- 
tional exchange is the same as that of internal trade> The 
difference between the two lies in the fact that there is not 
the same mobility of the agents of production from one 
countr3' to another as there is vdthin the same country. 
This difference, however, is a difference of degree rather 
than of kind, for wthin a country also, especially in a vast 
countrj' like India, there is more or less friction in the 
mobility of the industrial agents from one part to another. 
When this friction exceeds a certain limit the exact posi- 
tion of which is indefinite — the two units of territory 
separated in this way become distinct so far as production 
is concerned. To such units the theory of international 
trade is applicable, although they may form parts of the 
same political unit. As usually the political umts are 
differentiated by geographical barriers, differences in lan- 
guage, social customs and habits, etc., the political unit 
tends also to be the economic unit vithin which there is 
fair mobility of the industrial agents, and between which 
and other political units they tend to become much less 
mobile. 

Law of Comparative Cost. 

Foreign trade exists only when certain specific conditions 
are present^ From these is deduced the law of compaxa ive 
cost which may be stated thus-*' The one condition at 
once essential to, and also sufficient for, the exis ence 
international trade is a difference in the comparative, as 
contradistinguished from the absolute, cost o pro ucing 
I C. F. Bastable. Theory of International Trade. 
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terms of x is lax, and that in y is i8)’. If A produces y 
and B produces -r, then the total output ivill be 8a: phis 6 y, 
the value of which in terms of x is I2 a:, and that in is i8^. 
Thus whether A produces x and B produces or A produces 
y and B produces x, the combined output remains the same 
as ivithout specialization and foreign trade. Thus there 
will be no foreign trade ivithout a difference in the com- 
parative cost. Now we shall vary the illustration to make 
this difference. Let it be as folloivs — 


A 

B 

io;i: 

lOX 

isy 

2oy 


Here the proportion is 2 : 3 in A but i : 2 in B. There- 
fore, there is a difference in the comparative cost of pro- 
ducing X and y. Now the total output before specialization 
is 20X plus 35y. If A produces y and B produces x, the 
total output vtU be 20 a; plus $Qy, and if A produces x and 
B produces y it will be 20* plus 40^. Thus an additional 
output of 5y ivill arise as a result of foreign trade, and a 
share of this ivill induce A and B to specialize respectively 
in the production of x and y, and get the other commodity 
by foreign trade. Thus we see that a difference in the 
comparative cost is essential to foreign trade, and that it 
is ako sufficient for it, since its presence alone is enough to 
introduce foreign trade. 

So -far we have neglected any increase in the cost inci- 
dental to foreign trade, which must be subtracted from the 
gain in order to obtain the net advantages of foreign trade 
to the two countries. Such additional expenses are the 
cost of transportation. Customs duties of the countries, etc. 

Effects of Foreign Trade, 

Here we may conveniently summarize the advantages 
and disadvantages of foreign trade. 

The advantages are — (1) A country can obtain a com- 
modity which it cannot produce at all or cannot produce 
so easily as another country. (2) The productive factors 
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of crops, SO that temporarily the agricultural workers may 
be employed in other industries. This argument is wholly 
fallacious. ^ With agricultural distress the purchasing 
power of the people diminishes. This reduces the market 
of all other industries. Thus these, instead of being able 
to employ more, are themselves in depression. (4) When 
an industry is under the operation of the law of dimin- 
ishing return, foreign trade further intensifies the operation 
of the law. This affects all primarily agricultural countries, 
especially old ones working with crude implements, e.g. 
India. Tlois also affects countries exporting the product 
of extractive industries, e.g. English coal, American 
petroleum. 

International Value. 

The limits \vitlun which alone international value can 
fluctuate are fixed by the law of comparative cost. The 
exchange values of the commodities in the countries en- 
gaged in foreign trade fix these limits. To illustrate by 
our previous example, the exchange value of x and y in A 
is xox = i5y or ix — ijy, and that in B is xox — 2oy or 
XX = 2y, These are the limits bejmnd which the relative 
value of X and y in foreign trade between A and B cannot 
vary. If xx is less than liy, A vaU find that instead of 
getting y at this rate, it is profitable to divert the factors 
producing x, to be exported in exchange for y, to the 
production of y, in which case it will get at least i|y. 
Therefore, A rvill refuse -to enter into foreign trade if xx 
is wortli less than ijy. On the other hand, if xx is more 
than 2y, B will find* that^ it has to give up more than ay 
in order to get xx. But it can produce at least xx by 
diverting the factors which now produce ay to be exported 
in exchange for x. Thus the relative value of x and y can 
vary only within xx = i^y and xx — ay, that is, the limits 
which are fixed by the law of comparative cost. 

* Author's Economic Development of India, Vol. I, Chapter 
Vil, Section (4). 
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Within tln.'se limits the relative value of the commodities 
subject to foreign trade depends upon the " comparatit'e 
intensity of demand on each side," exactly as it does m. 
internal trade. If tlic demand of A for y , be verj' elastic, 
and that of B for x very inelastic, it is conceivable that niost 
of the advantages of international trade would go to A., 
For A’s eagerness to buy being verj' much less than that of 
B, the value would tend to be nearer B’s rate (ix=;2y) 
than A’s (i.t = ii3>). 

So far it has been tacitlj’ assumed that the comparathe. 
cost of producing different commodities is fixed. This is 
not so in life. Every change here necessarily brings about 
a change in the nature of foreign trade, as also in intef' 
national values. Such changes will be introduced according 
to the particular aspect of the law of productivity. K 
law of increasing return is operating in an industry', with ' 
foreign trade the output increases, and therefore the cost 
of production per unit diminishes; in other words, the 
output per unit of productive factor increases. ■ If tlio 
producUon of y is under the operation of the law of increas- 
mg^eturn, foreign trade may alter tlie rates in B from 
XX _ -zy to, say, ix = 33). Qn the other hand, if the pro- 
ne ion of » is under the operation of the law of diminishing 
e urn, foreign trade will increase the cost ’per unit ; m 
er word^tlie output per unit of productive factor will 

to^sav 3 *^^*^*‘^ *** ^ from XX = ^iy 

’ , ’ ~ ^ Thus the comparative cost of producing 

* and y wiU now stand thus— 
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B 
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mimber of transactions is raised to 20, it is apparent that 

the price of an article becomes R.5 ( ). The niun- 

V 20 / 


her of exchange transactions may increase in either of two 
^vays. It may increase bj? an increase in the number of 
articles exchanged, or it may increase by the number of 
articles remaining the same, but by each article changing 
hands more than once, e.g. if tlic same article, instead of 
passing directly from the manufacturer to the consumer, 
passes tlirough the hands of three merchants, the number 
of exchange transactions increases by three, although the 
number of articles remains tlxe same. Then, again, if of 
the 10 articles 5 arc exchanged for money, and the rest by 
some other means, say, credit, then so far as monej'’ is 
concerned, the number of exchange transactions becomes 

reduced. Therefore, the price will rise to R.20 

In other words, an expansion of credit raises prices. 

We find, therefore, that prices are affected by four 
factors, viz. — (i) the quantity of money, (z) the efficiency or 
velocity or rapidity of circulation of money, (3) the volume 
of exchange transactions, and (4) the amormt of credit in 
operation. Tire effects of these are — 

1. Prices vary directly as the quantity of money. 

2. Prices vary directly as the velocity of money. 

3- Prices vary inversely as the volume of exchange 
transactions. 

4. Prices vary directly as the amount of credit. 

This is represented by the formula 



Where P means price, M monejf, V its rapidity of circu- 
lation," credit, its circulation, and T the number of 
exchange transactions. If the number of exchange trans- 
actions is split up into the quantity of commodities, and 

12— (60591 
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the number of times each changes hands before each is. 
consumed the formula will be ' > / . 

„ MV + M^V^ . . , " "■ 

CV ■ 

where C means the quantity of commodities, and V its 
circulation. , , ' . 

This relation of the level of prices to the four factors is-, 
happily represented in a diagram. ^ 



aJv ^ CF is the base which can be expanded at option, 

M at which MV stands. 

t ^ ^ ^ into which air may be pumped or 
incmi released. It will be seen that an 

the base^^e CV ^ increase in 

as AfF anA P, so that P varies directly 

Th I t inversely as CV. 

forces mentionpia™^ ^ operation of all' the 

an increase in tL ^ ii*®^cfore, happem that 

neutralized bv a ^nantity of money or its drculation is. 

ncutralizcdbyafallin^c!."*^fT-“ 

a change in the vnlnn, ^nlation. Similarly the effect of 
. , g of transactions may be neutralized 

. ■ Carta, Chapters.' , ■ ' . 
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by a similar change in the currency or credit. Thus in 
order to find out the effect on prices of a change in any one 
factor we must look into the changes in all the other factors. 
The net effect of all changes in currency, credit, and the 
volume of exchange transactions is reflected only in the 
level of prices. 

When the value of money rises in terms of commodities, 
money is said to be appreciated. This may come about by 
a fall in its quantity or circulation, or by a variation in the 
credit or its circulation, and exchange transactions. When 
money appreciates by a change in its quantity or circula- 
tion, it is said to be deflated. On the other hand, when the 
value of money falls in terms of commodities owing to a rise 
in its quantity or circulation, it is said to be depreciated 
by inflation. Similarly there may be a credit inflation or 
deflation by an increase or decrease of the amount of credit 
or its circulation. 

The effect of inflation is a rise in prices. This is harmful 
to all those who have fixed incomes, for they have to pay 
higher prices for the same standard of consumption. But 
producers are benefited since the sale price of their products 
goes up. There is also some effect upon the relation between 
creditors and debtors in the long run. If the purchasing 
power of money falls after a debt has been contracted, the 
debtor has to pay less in commodities in order to discharge 
the same debt fixed in money. The effects of deflation are 
the opposite of those of inflation. 

Index Numbers. 

This variation in the purchasing power of money is of 
great importance in dealing with economic values over long 
periods of time. This variation can be measured by what 
is called Index Number or the Tabular Standard. R. Giffen 
thus explains the objects for which this measurement is 
undertaken 1 — 

^ Index Numbers, X):c/j£)«nn' of PoXitical Economy, Article by 
F- Y. Edgeworth. 
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1. The fixation of rents and other deferred payments 
extending over long periods of time, for which it has been 
desired to have a measure of a more stable sort than money 
is supposed to be. 

2. To enable comparisons to be made between the value 
of money incomes in different places, which is often an 
object of great practical interest to individuals contem- 
plating residential changes, or to governments spending 
money in widely distant places. 

3. To enable historians making comparisons between past 
and present to give an approximate meaning to money 
expressions in reference to a past age. 

4- To afford a measure of the extent to which trade and- 
industry have been affected by a variation in prices, and 
of the correction, if any, which it would be desirable to 
to the currency. 

The construction of an index number is as follows — 

1. A date is chosen the prices in which may be said to 
e normal. It is called the standard or basic year. Usually 

It IS the average of several years. Sauerbeck takes it 

for 1845-50. In India it is ' 

2. Certain representative commodities are selected as 
common factors of the basic and the current years. 

e nature and number of these articles vary according to 

e pu^ose for which the index number is constructed. ,, 

vparc ^ these articles for the basic and the current 

in the ™ order to obtain percentage variation 

vear ic rp power of money, each price for the basic 

a nercenta*^^^^^ ^ current year as 

percentage yanation of the former. , - 

articles divided by the number of 

the basic to ^'''orage shows the variation in prices from , 

me D^ic to the current year. 

' we may%t*ste^e simplicity, only five articles, : 

th\is— ‘mstruction of an index number , 
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The average for 191.ps 100. That for 1027 i.s 175. This 
sho\v.s tliat what could be bougiit witli R.ioo in 1914 can 
now be bought with R.175 : in other words, the general 
level of prices has gone up by 75 per cent. Or, which is the 
same thing, the fall in the purchasing power of rupee is 
-13 per cent. 

In constructing indc.v numbers great care sljoulcl be taken 
a out the accuracy of the data. The prices compared 
should be correct. The price of each article should bo 
^ken for the same quantity and qualit3' in both the years. 
Tiie choice of the articles must be carcfullj’' made to 
sec (hat thej' have appro.ximalcly the same importance 
in both the periods, and that they serve the purpose in 
land, bor example, if we want to find out the variation 
in the purchasing power of tlic money income of un- 

s ailed workers, the articles which they consume should be 
taken. 

Weighting. 

.. above it %vill be seen that some defects are 
1 ely to remain in an index number in spite of all possible 
precaution. Prices vary from place to place ; thus for a 
w e area the index number will have the price of one place 
or t le average of several places. A change in taste, habit. 
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or fashion \vill change the importance of an article in the 
current year from that in the basic year. The most impor- 
tant defect, however, is that if each article is taken as one 
unit and is represented by loo in the basic year, the effect 
on the index number of each of the articles is the same, 
whereas in reality there may be great differences in their' 
position as articles of consumption. For example, in the. 
above illustration, if it is taken to represent the consump-, 
tion of an Indian unskilled worker, the importance of wheat 
IS much greater than that of any of the rest ; yet wheat is 
^ ^ each of the rest. In order to remed}' 

t IS defect the system of weighting is used. According to this 
sjstem an article is taken as so many articles as its inipor- 
^ce deserves. If wheat is ten times as important as tea, 
wh ve times, sugar three times, and shoes equal to tea, 
then wheat will he taken as ten articles, dhoti as five, sugar 
^ ree, and each of tea and shoes as one. Therefore, the 
index number will be tlius— 




1914 

1927 

X)hoti 

(10) 

1000 

1500 

Tea . 

( 5 > 

500 

lOOO 

Sugar 

(I) 

I 00 

125 . ’ 

Shoes 

( 3 ) 

(I) 

300 

45 ° 


100 

250 , 

— - — - 

(20) 

2000 

3325 


Lae avera 

'viU be about 166 ' 

-0 find out viatiorr^th'" 

the same thine 1 level of prices, whic 

purchasing power in the exchange value 

constructed in such a therefore, it should 

each individual artir-i^ causes of variafioi 

article arenot reflected in the index numl 
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This can be well achieved by taking a large number of 
articles so that the individual causes pertaining to the 
articles may neutralize one another. "The larger and 
more representative the basis of construction, the more 
likely it is tliat the change indicated by the index number 
in the relation betrveen commodities is due, not to the 
commodities, each of which may be specially affected by 
some one cause probably different from, or opposed to, 
that which is operating on some other commodity, but to 
the money given and taken in exchange. The particular 
influences are thus likely to be eliminated, and the result, 
as shorvn by the index number, to be due to some common 
cause. It is possible that this common cause may be on 
the side of commodities ; but the index number tends to 
lessen the importance to be ascribed to a separate investiga- 
tion into circumstances of each individual commodity.” ^ 

Gresham’s Law. 

IVhen coins of the same denomination but of different 
metallic values circulate in a country Gresham's law comes 
into operation. According to this law bad money drives 
out good money from circulation. It means that of two 
coins of equal face value, but of different metallic values, 
the coin which has a comparatively lower metallic value 
remains in circulation, and the coin with higher metallic 
value goes out of circulation. In other words, the coin 
which has appreciated as money and depreciated as metal 
remains in circulation, and the coin which has depreciated 
as money and appreciated as metal is driven out of circula- 
tion. Taking the simple case of a country having two 
rupee coins of equal money value but having different quan- 
tities of metal, it will be seen that the lighter coin can 
perform the function of money as efficiently as the heavier 
coin. The law operates because a coin can also be used as 
metal, and it is so used either for ornamental purposes or 
for purposes of export. In each case the heavier coin will 
’ Price, Money and its Relation to Prices. 
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3 rfeld greater value than the lighter one. ' Thus the hea\uer 
coins wiU invariably be chosen for such purposes, and be ■- 
sent out of circulation, and the lighter coins left in circula-, 
tion. Thus Gresham’s law operates because the coins can 
be used both as money and as metal, and as the value of the 
two coins as money is the same, while that as metal is 
different, discrimination in the latter use takes out the- 
heavier coins. It is called Gresham’s law’ because Gresham, 
in the reign of Queen Elizabeth, discovered it while attempt- 
ing to reform English currency, which had been debased 
by Henry VIII. In order to replace the existing light coins . 
he had issued large quantities of heavy coins, but found that 
the latter disappeared from circulation. 

The law operates not only when there are two coins of 
equal money value but of different metallic values, but also 
when there are different coins of different money values . 
m circulation, but with proportionately greater difference 
m their metaUic value. In such cases those coins which', 
have a proportionately higher metallic value than money 

value wiU p out of circulation, leaving those with lower 
metalhc value. 

™ Gresham’s Law. There are, however, ' 
operaUon of Gresham’s law. (i) 
latSn IT’' T ^ go oot of circu- 

mlSiic X F ’'T"" 

the coin ln«;pc: ' T ^ or being used as metal 

xiic com loses in value i'>\ t-t *- 1 , • • . , 

the issue of all coins the value of '' ^ J^^^trol on 
hiffh If fhic ,•= c I,- ^ ^ be kept up 

value the coins ^viU vT7s 

only when free coinage is stonld T .n " 

the free mint the depreciate^Si m J 

coin is mstricted in cfe 

under (i) above, unless therf is 77 7 
restricting free coinap-e a h ^ seigniorage charge 
n-tionaa ■“"“"S. (3) to toter- 


national bimetaUism TheT ! ^3) I" bit( 

tamsrn the operation of Gresham's law 


IS 
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counteracted by the operation of the law of compensatory 
action. ^ 

Bimetallism. 

Bimetallism, as we have already seen, is that system in 
which two metals are coined freely, both being of unlimited 
legal tender, and the relative value of the two coins is fixed 
by law. All practical attempts to estabhsh a bimetalhc 
system with gold and silver metals have failed in the past. 
The most famous experiment was that of the Latin Union 
in the sixties of the last century. Owing to the discovery 
of silver mines in America the value of silver had kept on 
falling since the middle of the century. Thus all obligations 
to be met in gold by a silver-using country increased. At 
that time England was the only gold-using country, 
but its trade was so much greater than that of the 
other cormtries that its influence was the greatest. To 
meet this crisis France and most other countries of 
Western Europe combined into the Latin Union in order 
to stabilize by law the relative value of gold and silver 
currencies. The experiment failed, as it was bound to 
fail, owing to the operation of Gresham’s law. As a 
metal silver depreciated in terms of gold because of 
increased output. But the relative value of gold and silver 
coins was fixed bj' law. Thus silver became depreciated 
as metal and appreciated as coin, while gold became 
appreciated as metal and depreciated as coin. Thus it 
became profitable to melt gold coins and to mint silver coins. 
As the relative value of gold and silver as metals was 
determined b3f world conditions over which the Latin Union 
had no control, the process of melting gold coins and minting 
silver coins went on till the former disappeared from circu- 
lation, and the latter only remained as money. The great 
defect of bimetallism is that with the fluctuations in 
the relative value of the two metals the composition of 
the standard monej? changes as well, always leardng the 
* Vi(tc below, " Law of Compensatory Action.” 
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depreciated metal in circulation and driving out the appre- , 
dated metal. Thus the S5rstem tends to become an alter-' 
nating standard, sometimes this metal being used as 
money, sometimes the other, according as the relative value 
of the one or the other goes down. 

The reason for this is that there may be two values of' 
the two coins, one as money, and the other as metal, the 
former of which is determined by the law of the bimetallic 
countrjL the latter by the conditions of demand and supply 
all over the world. This happens in the case of national 
bimetallism, that is, in the case when one or a few countries 
adopt bimetallism. But if all countries of the world 
combine together in having the bimetailic system, in 
other words it there is international bimetallism, then, 
there is a check to the operation of Gresham’s law by the 
operation of another law, viz., the law of compensatory 
action. 


The Law of Compensatory Action. In international ' 
bimetalHsm the world fixes by law the relative %ralue of 
the two corns ^ money, and the world is also the market, 
where the relative value of gold and silver as metals is fixed,. 
In this case, when there is a variation in the two values, 
ne. as money and metal, of gold and silver there is a correc- ' 
hve which works automatically through the free mint. 

, If silver as metal depreciates and gold as metal appreciates, 

; Thfe melted. 

' scale all world on an extensive 

tot’ bimetallLsm. But this wall lead 

substSS h T coins, thus 

the oSttLtt™® 

will substantiali coins, the supply of gold . 

will raise ttio i ^’^creased supply of gold as metal 

Thus the formp^^A silver in terms of gold. 

gold as metals ^ silver and appreciation of 

fit two mett? value of 

two metals wall be brought back to tlic same position '. 
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as tlieir relative value as coins. This is kno-wn as the 
compensatory action of international bimetallism. It 
does not operate in national bimetallism because tlie 
demand of the depreciated metal for minting and the 
supplj* of the appreciated metal by melting, being confined 
to one or a few countries, do not affect the supply of tlie 
metals in the world market, whereas in international bimet- 
allism the area over which the operation of such minting 
and melting goes on affecting the supply of the metals is 
co-extensive with the area in which the relative value of 
the metals as such is determined. 

The Latin Union finally gave up bimetallism and adopted 
tlie gold currenc5\ But India, which found gold currency 
too costly, adopted in 1893 a system which developed 
early in this century into a novel system called the gold 
exchange standard.^ 

Paper Money. 

In modem coimtries the currency consists not only of 
metallic coins but also of paper. Paper money is a certi- 
ficate from the central bank or the government, which has 
been made legal tender by the law of the country. It 
circulates freely, and obtains all the essential features of 
money because of the confidence in the bank or the govern- 
ment. Paper money consists of the currency notes issued 
by the Government of the country as in India, or, more 
usually, by the central bank of the country under the 
authority of the government. 

CONTORTIBLE AND INCONVERTIBLE PaBER. Such nOteS 
may be convertible or inconvertible. Convertible notes are 
those which must be exchanged for metallic coins by the 
issuing authority whenever demanded by the holder of the 
notes. Inconvertible notes are those which cannot be so ex- 
changed on demand. Tlie difference lies in convertibility 
on demand. 

Convertible notes may be divided into covered and 
> Vide Part III, Chapter xwil. 
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fiduciary or uncovered. In order to ensure tfie converti- 
"bility of notes into cash whenever demanded by their, 
holder, the issuing authority must keep a reserve of coins 
against the notes in circulation. As the notes are legal 
tender money and are convenient to be used, the amount 
of cash necessary for such convertibility is not that of the 
notes in circulation. The exact amount varies , from 
country to country according to the needs of each. Of the . 
total note circulation of a country the amoimt for which . 
coins are kept in reserve is called covered, and that for which 
there is no such reserve is called fiduciary or uncovered.- 
It should be noted that this division is in regard to the 
whole note issue. No particular note in circulation can 
be pointed out as covered or fiduciary. If, as in India, 
there are in circulation notes worth about R.190 crores! 
and the coins and the precious metals in the paper currency 
reserve are about R.105 crores, notes worth R.105 crores 
axe to be called covered, and those worth R.85 crores 
fiduciary or uncovered. 


It is apparent that there cannot be any inflation of the 
convertible notes, and therefore any depreciation. For, 

fb rjS E the issuing authority 

. notl nobodrwiluSiange 

imrhpt u- U ” ^ ^ "®te for less amount in the 

authority. In thfs warthTex" 

convertible into on A “^®^'’®'^tible notes are not- 
excess and yS l 

in terms of coins may fall 

and therefore deprecation inflation, 

till convertibility LestLcd Sr 

tliat inconvertible notes 

Their quantity m-iv Ep c "ccessanly be depreciated. 

excess of the reguirememrS' th^ “ 

their value may remain -,»■ '^‘^'^^try, m which case 

y ®t par. that is, equivalent to the , 
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legal amount of coins. The best way, however, to ensure 
this is to make them convertible, so that by the automatic 
operation of the system of conversion into coins, their 
quantity \vill be prevented from exceeding their required 
number, 

Indian Paper Currency. 

The Indian paper currency is wholly convertible, and 
consists of notes of the denominations of R.5, 10, 50, 100, 
1,000, and 10,000. Notes of the value of R. 5, 10, 50, and 
100 have universal circulation in India, whereas those of 
R.i,ooo and 10,000 are legally convertible into cash in 
their own circles. There are seven circles, viz., Calcutta, 
Cawnpore, Lahore, Bombay, Karachi, Madras, and Ran- 
goon. During the war notes of the denominations of R.i 
and R.2| were issued, of which the former became very 
popular. The latter was discontinued after a short time 
and the former in 1926. The total gross note circulation 
is now R.igo crores, of which about R.105 crorcs are 
covered and R.85 crores fiduciary. The gross circulation 
consists of the total notes printed by the Government. 
The net circulation is the former minus those held by the 
Government in its Treasuries. The active circulation is 
that which is actuall}' circulating, and is obtained by 
subtracting the notes held by the Imperial Bank in its 
head offices from the net circulation. The net circulation 
is about R.177 crores, and the active circulation about 
R.157 crores. 



CHAPTER XIV 

CKEniT 


An exchange transaction can he carried on in either of two. 
ways. The cash payment for the dcUverj’ of goods may,,, 
be made at once, in which case the transaction becomes 
a sale. Or, the pajnncnt may be partiall}' or wholly post- 
poned to a future date, in which ca.se the transaction is a , 
contract, and is based upon credit. Tims, in credit, the. 
fundamental idea is trust or confidence. Because there 
is this confidence, therefore there is also deferred pajunent. 
The payment may be deferred in the ca.se of retail as also 
wholesale transactions. But the great difference between 
the two is that in retail transaction the payment is received 
by the seller at the end of the period, whereas in wholesale 
transaction it is done at once, although in Imth cases tlm 
payment by the buyer is deferred. This can happen through , 
the use of Jtwidis or bills of exchange. 


Bills of Exchange. 

- VTien a credit transaction takes place in wholesale 
trade, the seller draws a hundi upon the buyer, calling upon 
him to make the payment after a specified time. Tims 
the seller ^the creditor — ^is the drawer of the hundi, and 
the buyer--the debtor— is the drawee.-^ After the bill is' 
drarvn up, it is sent to the debtor who urites across it 
accepting the hundi. After acceptance the drawee is 
called the acceptor. 

Discounting a Bill. The real eSect of a credit trans- 
■ action IS that the seller lends money to the buyer for the 
' ^ecifiedtime. But the seUer is not in a position to wait 
tiU the matunty of the hundi, that is, the time when it 

especially ^private^l^ans^thp'?’*'*' form. In private transactions, 
a document proSv to The debtor rvrites 

is called a promssory^ote, paj'-ment on demand. This 
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falls due. He has the choice of two alternatives to get the 
amount. He may discount the httndi with a bank, or he 
may make payment to his creditor by endorsing and passing 
on the Imndi. Discounting really means selling it to a 
bank. Banks buy or discormt hundi at a price which is its 
face value minus the rate of discount for the period for 
which the hundi has yet to run. Thus if a hundi for R.ioo 
has to run for three months, and if it is discounted at once 
with a bank whose rate of discoimt is 6 per cent, the price 
will be the present worth, that is, R.98 as.8. If it is dis- 
counted after one month its price will be R.99. Thus the 
longer the period the hundi has already run before maturity 
the higher will be its price, for the shorter will be the period 
for which its buj'cr will have to wait for maturity. 

Endorsing a Biix. The other alternative for the drawer 
of the hundi is to endorse it and pass it on to his creditor. 
In this way the hundi keeps on circulating, thereby facili- 
tating exchange transactions. In this capacity it displaces 
money from circulation by taking up exchange transactions 
which would otherwise have been carried on with money. 
This economizes the use of money, and introduces a cheaper 
medium of exchange. But inasmuch as the hundi must on 
maturity be paid, tlie system does not do away with money. 
But all tlie intervening exchange transactions done by 
it are purely the effect of the credit instrument. A defect 
in such circulation is that the subsequent transactions 
may not be of such value as to be suitable for payment by 
the Imndi, which was draivn up independently and, there- 
fore, whose value is likely to be different from that of the 
subsequent transactions. On the other hand, the great 
merit of such transactions is that the security of the hundi 
increases with the number of hands through which it passes. 
Without any circulation the hundi has two names on it, 
viz., those of the drawer and the acceptor. But if it has 
circulated several times it bears the names of all those 
through whose hands it has passed. Thus if the acceptor 
fads to make pa5nnent on maturity the ultimate holder can 
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recover the sum from the person who gave it to him, and, 
failing him, from any one of the other signatories. ‘ . 


Is Credit Capital ? 

An important question is whether or not credit is capital 
From the point of view of the individual there is no doubt 
that it is capital, for having credit he can borrow money and 
augment the capital in his business. Widiout credit it 
would have been impossible for him to command this 
capital. But from the social point of view credit cannot be 
regarded as capital. For credit really means postponing 
the payment, or, in other words, tlie capacity to borrow. 
This is in essence transfening the command over capital 
from one to another person in tlie community. It does not 
increase the total capital of a country, but transfers it - 
from those who are less able to use it to those who are 
better able to do so. We may illustrate this by taking' 
the example of a bank — the best organization of credit. 
The depositors are reaUy the owner of capital. But they , 
cannot invest or otherwise utilize it for productive purposes. , 
The reasons may be various. They may not have the ability 
o o so, or their stock of capital or saving may be too 
niay be othei^we too busy to do so. There- . 
fore, ffcey are glad to get the low rate which the bank offers 
hus capital accumulates with the bank, and is lent 
who can utilize it better, and therefore pay a higher 
[the bank. Thus there is a transfer of the right to 
^e cam a rom less to more efficient hands. As such it • 
Jes not mcrease the total capital of tlie country. There 

Se cTTV be said to increase 

cr^it ol"'" It "lay be said that, 

of tRp r brings together the dispersed capital 

so much™^T^°t*^^ ^'^t for this credit institution 

to business capital ivould not have been devoted 

potentS o; “y the 

capital which ' ^’'^t it increases the effective 

capital nhich is utilized as such 
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Although credit does not directly increase the capital, 
it does so indirectly. One effect of credit is to transfer the 
use of capital from less to more efficient hands. This 
resiffts in increased production, which tends to increase 
saving or capital. The use of credit through, for example, 
discounting increases, the total number of exchange trans- 
actions which could not otherwise be carried on. This 
naturally increases the total output, for now the sale is 
also greater. Increased output helps to secure all the 
advantages of division of labour, use of machinery, and 
large scale of production. This makes production more 
efficient than before. Also credit directly helps production 
by moving capital into efficient hands. Thus tlie indirect 
effect of credit is increased production. The proof of this 
IS to be foimd in a collapse of credit, which disorganizes 
production, and therefoi'C reduces the output. 

How Credit Increases Production. 

The various ways in which credit indirectly increases 
production, and therefore capital, may be summarized 
thus— - 

!• By credit capital is more efficiently used for purposes 
of production. Thus, whenever there is boom in a trade 
the discount of bills or htindis increases. 

2 . The amount of capital available for production in- 
creases. Professional men othenivise too busy, poor men 
wth too small savings, and those with patrimon 3 f unwilling 
or incapable to use their capital, lend it through the bank 
to those who can utilize it for production. 

3- Credit extends the scope for free contract and com- 
petition. Witliout credit those who are able to utilize 
capital but have not got it would have been shut out 

oiri the field of productive work. With credit these 
efficient men can come into the field, and therefore increase 

production. 

4- John Stuart Mill’s proposition that " industry is 
iniited by capital, but seldom comes up to that limit ” 

13— (6059) 
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is yet tnic in life. It means that the total capital of s, 
conntrj' fixes the maximum limit of its iridiistriah (i-e-' 
business) expansion. This is so because capital is.noa* 
an essential factor of prodnclion. But industrial expansion 
rarety comes up to that limit because a portion is ahrays 
dispersed over the country’, and is incficctivc or less effective; 
than it othem-isc would have been. Credit moves this; 
e.xpansion nearer to tlie limit set by capital by concen- 
trating the dispersed capital and making it more effidchC,, 
This increases both effective capital and production. 

5 - ' Bank money’ ” ' is purely’ the creation of credit, aiid 
it helps production as well as cash does. The amount of 
this loanable capital or money’ market money’ is v’cry large 
■ in all countries where credit is developed and organized. ' ■ 


Banking, 

M e have been mentioning the bank for some time, and 
may conveniently study here its operations. The functions 
of a bank may be said to be three, viz. (i) to accept deposit, 
(2) to issue notes where permitted to do so by law, and (3) 
to grant loans. 


The Functions of a Bank, (i) Tlic bank accepts 
money’ from its customers to be deposited with it, and it 
pays mterest the rate of which varies according to the 
length of time for which notice is required to vrithdraw 
e eposit, (2) When the bank is authorized by la\v to 
Ksue notes the second function is performed by it. From 

there is little difierence 
in functions. Both make the bank liable 

thp ^ when a cheque is drawn against 

is nrespn? presented, and in the second when the note 
advice ml (3) The third function is to 
the bank various ways in wiuch 

to it as capital of the 

by law to bp^^*^’ T j deposit. A portion is required 
^ to be invested in safe securities usually fl.xed ,by 

^ See later, “Bankine." 
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the Government. This measure is taken to ensure the 
safely of at least a part of the bank’s assets. The income 
from such investment is naturally small. The hank may 
itself invest a part of its assets in other securities in order 
to keep on hand things which can always be converted into 
cash, as most of the good securities have an assured market. 
Another portion of the assets is kept as cash in order to 
meet all demands for it on the part of the depositors who 
want to wthdraw monej' from the bank. The remainder — 
which is the largest portion of its assets — ^is given out as 
loans. As the amount of the cash is very much smaller 
than the deposits or the liabilities of the bank, the loans 
are so distributed that they become due, and are renewed 
from day to day, so that in a time of panic the bank can 
put itself in possession of a large amoimt of cash only by 
reducing tlie renewal of loans. The gross profit of the 
bank consists of the interest which it earns on these 
loans as also on the securities. The net profit consists 
of this sum minus the interest paid on deposits and the 
cost of management, etc. 

Bank Loans. The loan given by the bank takes various 
forms. 

1. It may be in the form of cash given to the borrower. 
This is rather rare in banking as the bank is primarily a 
credit institution, and so economizes in the use of cash. 

2 . It may be in the form of discounting, that is, bujnng 
bills or hundis at their present worth, and holding them till 
maturity. For this purpose the bank has its discount rate, 
which is slightly lower than the interest rate, since the 
former is deducted at the time of giving loan. On dis- 
counting the price of the hundi may be paid in cash, but is 
more frequently done by increasing the deposit of the seller 
of the hundi by the amoimt of its price, against which he 
can draw cheques. 

3' Finally, advances may be made by what is called 
book-credit. No money in this case passes between the 
parties, but on the assets side of the bank the loan is shown 
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and on the liability side the same is entered as ll>e deposit 
of the borrower. Thus, a lo-m is g:ivcn to, that is, capital . 
is obtained by, the borrower without any cash being^ 
depleted out of the bank’s reserve. This is what is called, 
loanable capital, whicb is purely tbc creation of the bank. 
Its amount depends entirely upon the discretion of the 
bank. The bank undertakes great risk, for it is really, 
increasing its liabilities without increasing its casli, v/hercas 
the borrower may at any lime withdraw the amount of 
this fictitious deposit. But in a well-organized credit 
market very' little of this deposit is actually withdrawn . 
in cash, the bulk of it being withdrawn by cheque whicli, 
as we shall see, docs not involve any cash transaction ovdng 
to the system of clearing houses. The better organized 
the money market of a country is, tbc greater is the 
economy in the use of cash, and therefore the greater is, 
amount of loans given in the form of book-credit. 

A Bank’s Balance Sheet. The foregoing items of the 
bank’s liabilities and assets may be thus shown in if® 
balance sheet — 


BALAjlCr. SllEtT* 


1-tABn.rtiEs 


Cipiial . 

Rest or Rcserv'c 
Deposits . 
Miscdl-ineous . 


R. 

1 , 00 , 00,000 

35.00. 000 
20 . 00 , 00,000 

35.00. 000 


R.3 1, 50,00 ,000 


Assets 

Securities 

Loans . . . • 

(i) Cash . 35,00,000 

;u) Book-credit 5,25,00,000 

Dijcount .... 

Cash .... 

In hand 1.00,00, 

(li) In bank 6poo,oo, 


K. 

T,00t00,000 

5 , 50 . 00,000 


;, 00 , 00 , 00 <> 
r , 00 , 00,000 


,000 

1,000 

R.3t, 50, 00,000 


Capital comes on tlie side of liability because in accounts 
a busings must always be separated from its owner. Tlius 
tte bank p indebted to its owners to the e.vtent of the capital. 

showm in three forms. " Authorized 
rapiM IS tliat which by law the bank is authorized to 
ra^e from its shareholders. •• Subscribed capital ” is that 

of any principle and does not give the actual details 
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portion of authorized capital which was offered and taken 
up by the shareholders. But they are not required to pay 
the full amount of the share capital at once. It is usually 
called in or paid up in instalments. This amount is called 
" paid-up capital.” Thus the bank may have an authorized 
capital of R.io,oo,oo,ooo. But let us suppose that shares 
worth R.5,00,00,000 were offered and subscribed by the 
shareholders, each share being of R.500, which is to be 
paid b5'' instalments. Let us again suppose that out of 
R.500 for eadi share, R.ioo has actually been called in 
or paid up. Then the authorized capital of the bank is 
R.10, 00, 00.000, the subscribed capital R.5,00,00,000, and 
the paid-up capital R.1,00, 00,000. It is obvious that the 
liability of the bank to the shareholders is to the extent 
of the capital actually received by it, that is, it consists 
of the paid-up capital. 

The Rest or Reserve is the undivided profit, that is, the 
profit which has been made by the bank but has not as 
yet been distributed to the shareholders or is kept as 
reserve for emergency or improvement of the bank. This 
is a liability inasmuch as the bank holds it on behalf of its 
shareholders to whom the sum belongs. 

The other items have all been explained before. Cash 
may be kept in the bank or a portion tliat is required for 
the daily transaction — a sort of till money — is kept, and 
the rest is kept in the central bank of the country. 

The Clearing House System. 

We have seen that a hundi or a cheque circulates from 
hand to hand, and thus does something more than merely 
settle the original transaction out of which it arose. 
Many intermediate transactions are accomplished. Thus 
it economizes' the use of cash. The clearing house system 
carries this economy yet further. 

The principle of the system is that claims to receive 
payment are set off against counter-claims to make pay- 
ment. Thus, if the former -be of R.50,000 and the latter 
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ot R.48,000, money is not used to the extent of R.g^.ooo 
but only to that of R.2,000. The stages of development' of 
the clearing house may roughly be di\udcd into three—, rj 

1. In the least developed system each bank presents ,to 
the others the list of payments to be received from the 
latter, and after a specified time, say, a fortnight, settlement' 
is made by paying onty the difference between the claims 
and counter-claims subsisting between any two banks. 
But Ibis involves each bank meeting all the others .separ- 
ately. To avoid this expense, labour, and trouble, the 
second stage was developed. 

2. In this all the banks meet at a common place, the 
clearing house, where each bank presents to all the others 
its claims to receive monej', that is, the cheques which it 
holds on others, and the others also present their claims 
upon this bank. Thus the whole work of presentation of 
claims and counter-claims by all the banks is done in one, 
room and at one time. Thb saves a good deal of expense 
and labour. But even now the final balance between any 
two banks is settled by actual payment of cash. 

3. In the final stage cash is altogether eliminated. Bach 
b^k makes a list of its claims on all other banks,, and 
obtams the list of claims on it by other banks. Tliis gives 
^ Rowing the net claim by or against it in regard to 
each of the other banks. Now a final list is made shonnng 
toe net claim by it on other banks, as also that on it by 

c o em. A balance is struck between these’ items 
claim by or against it in regard to all 
reroR, ^ ^Pparent that the net amount to be 

m to the net amount 

AU the banks keep 

account in ^‘^ntral bank in which there is a separate 
toosT ll. w ttself. AU 

on the centrJN payment pay by cheque 
house navs tV. -k clearing house, and the clearing 

bank. Thus the final adjustment is 
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made only by entries in the books of the central bank. In 
this way payment of huge sums of money is made without 
the use of any cash at aU. Thus from the first dra^ving of 
a hundi or a cheque to its final payment cash is never used. 

It is evident that the advantages obtained from the 
clearing house depend upon the economy in the use of 
cash. This depends upon the following factors — 

1. The completeness of the chain of adjustment. If 
there is a break anywhere cash will have to be used at that 
point. 

2. The magnitude of the amount thus settled. The 
greater the amount the greater \vill be the economy in the 
use of cash. 

3. The number of hundis and cheques presented. The 
greater their niunber the greater is the amount of exchange 
transactions, that is, the trade and production of the 
country, tliat are benefited by the system. 

4. The number of the parties making and receiving 
presentations through the clearing house. If all persons 
make pa3Tnent by cheques, and if all banks are members 
of the clearing house, the use of cash is very much reduced. 

5. The difficulties of separate presentation which would 
be necessary in the absence of the clearing house. If 
these difficulties be very great the advantages derived 
from the system increase to the same extent. 

The amount cleared annually in India ^ through the banks 
is about one thousand and eight hundred crores of rupees 
(R.i, 800,00, 00, 000) ® and that in the United Kingdom 
about one hundred thousand millions of pounds sterfing 
(£100,000,000,000). 

' Calcutta, Bombay, Madras. Karachi, and a few other places. 

* In 1920-21 the figure was a little less than R.3,000 crores. 



CHAPTER XV 

SYSTEMS OF BANKING 

Having studied the principles of banldng M-e f 

chapter, study the actual systems of hiking 

some of the important countries of the world. . - 

the most important is that in the United King om 

like its Parliament, has given the model to th 

although originally it borrowed it from Amsterdam. 


The United Kingdom. 

The Bank of England is now the central ° 

Enghsh money market. It was founded in 
in bulhon and bilE, to issue notes, and to m^e 
on the security of merchandise. Its present impo ^ ^ 

due to the facts that the only note circulation u ^ 

legal tender in England and Wales is issued by it. 
is the banker of the Government, and that it is the an . 
of the other banks. 


The Importance of the Bank of England. 

The reasons why the Bank of England holds such « 
unique position in the banking Aystem of the United i U6 
dom are — , 

I. The rate of discount of the Bank of England ® 
the Bank Rate — is the regulator of the current or roar y, 
rate of discount. Formerly the Bank used to compete 
with the joint stock and other banks in discoimting bills. 
Now it does so only when the latter fail to do so, or does 
re^discounting -with them wEen they want funds in tiroes 
of difficulty. As it is the Government's bank, and the bank 
in which all the other banks keep their resen^es, its rate o 
discount indicates the final reserve in the country. If V? 
rate is high it means that the country’s reserve is small, 
if it is low the latter is great. As ultimately the othei 
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banks are dependent on its reserve, their rate — that is, the 
current or market rate — ^is regulated by the Bank Rate. 

2. The Bank holds all the bullion reserve of the country 
because («) it is the Government and the bankers’ bank and 
(6) by law it is bound to give £3 17s. gd. for one ounce of 
gold (the mint worth of -which is £3 17s. io|d.). Thus 
whenever cash is wanted for the purpose of export or any 
other purpose, all demands come to the Bank which holds 
the final reserve, and also is bound to give cash at a legally 
fixed rate. 

3. As the apex or final bank it receives a large amount 
of deposits, for which it pays no interest. These can be 
'\wthdraw on demand. 

4. When in a crisis all other banks fail or are un^villing 
to lend or discount it is the ultimate resort of all who 
urgently want money, but cannot find it elsewhere. 

The Bank Charter Act. The working of the Bank 
is regulated by the Bank Charter Act of 1844, and some 
healthy traditions which have grown round it. The Bank 
Charter Act was the res\ilt of a long controversy, the main 
features of which must be understood before we can proceed 
to the study of the Act itself. The controversy mainly 
centred round the question whether the note issue should 
be regarded as currency or purely as a part of the banking 
business. The two opposite principles were the currency 
theory and the hanking theory. Both agreed that the coins 
formed part of the currency, and their issue should be 
regulated by the Government, and that the cheques d^a^vn 
against deposits were not currency, and therefore should 
not be so regulated. But -with regard to the note issue 
there ^vas a conflict of opinion. The supporters of the 
currency tlieory argued that " unless issuers of notes 
vigilantly observe the causes which influence the influx 
or efflux of coin, and regulate their issues of paper accord- 
ingly, there is danger that the value of the paper will not 
correspond wth the value of the coin.” The defects of 
the theory are — (i) that a too rigid restriction on the issue 
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crores was covered and R.8o crores fiduciary, and if 
additional notes worth R.200 crores are issued, the export 
of specie will, other things remaining the same ^ be to the 
extent of R.200 crores. Thus now the composition of the 
circulation will be R.ioo crores of coins and R.380 
. crores of notes, of which R.100 crores wiU be covered and 
R.280 crores fiduciary. If in this way the notes get 
depreciated and returned to the bank, it will be unable to 
convert them into cash. This shows that so far as the 
amount of the circulation is concerned, a bank is undoubt- 
e^y an instrument in the hands of the public, not being 
able, in the above illustration, to put in more as the 
currency than a total of R.480 crores. But so far as 
the composition of the currency is concerned it is not so, 
being able to put in more of notes and less of coins. And 
in judging whether or not the note issue is excessive the 
composition is the determining factor. 

The Bank Charter Act of 1844 was based on the currency 
theory and, therefore, rigidly regulates the issue of notes. 
It separated the banking from the issuing department, and 
laid down the following provisions — 

The maximum fiduciary notes of tlie Bank of England 
shall be ;{x4 millions. Every note issued in excess of this 
amount shall be fuUy covered by cash reserve. There were 
a few other banks also issuing notes. Their issue also was 
regulated. But it, was provided that if any of these banks 
gave up their issue of notes, the Bank of England would 
be able to increase its fiduciary amount by two-thirds of 
the fiduciary notes of such banks. Thus the present 
fiduciary issue of the Bank is millions. 

The system is too rigid and inflexible, and broke down 
, several times in the face of crisis. The Act might have, 
nfined the economic prosperity of the country, but for the 
tremendous development of the bill or cheque system, which 
has taken the place of what formerly was occupied by the 
notes. 

See The Limitations of the Quantity Theory of Money. 
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maximum j^ossible issue of fiduciary notes can never exceed 
two-tliirds of the total note circulation. Owing to the 
paucity of other banks in the beginning the work of dis- 
counting bills on the part of the Bank is very heavy. 

The Banks of the United States of America. 

In America there is a verj^ large number of banks each 
operating within a limited area. This is so because of the 
vastness of the countrj^ and, in the beginning, the diffi- 
culties of communication. A large number of these banks 
were organized in 1864 into the National Banking System. 
By this the constituent banks were allowed to issue notes 
under national supervision, with the deposit of the U.S.A.' 
Government bonds as security, and rvith specific limitations 
of the right of each bank to issue notes. Formerly there 
was no central institution like the Bank of England, the 
Banque de France, or the Reichsbank. The smaller banks 
kept balances \vith bigger ones, and these in their turn with 
the more important ones. Thus there was a system in 
which no one in particular was responsible for the business 
of. the whole country. The system broke do\TO on the 
crisis of 1907. The Federal Reserve Act was passed in 
1913- The member banks are to keep their reserves as 
deposits in one of the twelve central banks called the 
Federal Reserve Banks, one of which is established in each 
specified area. AH members of the National Banking sys- 
tem were compelled to be members of the Federal Reserv^e 
System, and others are encouraged to join. All the Federal 
Reserve Banks are under the control of the Federal Reserve 
Board. Each Federal Reserve Bank can issue notes against 
definite securities which have an easy market, and 40 per 
cent of the note circulation must be covered hy cash reserve. 

It falls below the limit a steeply graduated tax is imposed 
on the deficit, the rate of the tax increasing with the fall of 
fhe reserve below 40 per cent. A Federal Reserve Bank 
oes the working of clearing house for its member banks, 
3 nd the clearing among the twelve Federal Reserve Banks 
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Besides the Bank of England there arc many other banks 
— about thirty in number — ^which actively compete in the 
market in the business of discounting. They have no right 
to issue notes. Thej? have branches all over the countij'. 
some — the exchange banks — with branches only outside 
the countrj', especially in India and tlic Far East. 


The Bank of France. 


The Bank of France — ^thc Banque de France — 
instituted in 1800. In France the use of cheques is very 
limited in spite of the efforts of the Bank. As contrasted 
with the Bank of England, the Bank of France attempts 
to keep an even rate of discount in order to enable business 
men to borrow at a uniform rate. This gives a tolerable 
certainty about the charge for the use of money. But in 
times of great efflux of specie the Bank may find difficulties 
to meet the demand for specie. Hence it has the option 
to pay its obligations cither in gold or in silver of legal 
tender. This helps it to maintain a stable rate of discount, 
but is a great source of anxiety and trouble to foreign trade, 
as it is not sure of the particular specie whicli it may require, 
m order to meet its foreign obligations. 

The Bank of Germany, 


The Bank of Germany— the Reichsbank— was formed ii 
1072. It also aims especially at a stable rate of discount 
wi ^ note issue has one special featun 

improvement upon the English system. Thi 
S iT ^^ons, and it is per 

blnl? ® fiduciary issue of othei 

Bank ^eir note issue. In times of difficulty thi 

tax of < tipr™' t 'i^aeed the limit on payment of £ 
permits 

excess bv the ^ provides for indkeriminatf 

the cash reserv^faii ^ I" no case, however, car 

is, at least one-tR' ^ of the total issue, thai 

■ tnust always be covered and thf 
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maximum possible issue of fiduciary notes can never exceed 
two-tliirds of the total note circulation. Ouung to the 
paucity of other banks in the beginning the work of dis- 
counting bills on the part of the Bank is very heavy. 

The Banks of tke United States of America. 

In America tliere is a very large number of banks each 
operating within a limited area. This is so because of the 
vastness of the country and, in the beginning, the diffi- 
culties of communication. A large number of these banks 
were organized in 1864 into the National Banking System. 
By this the constituent banks were allowed to issue notes 
under national supervision, with the deposit of the U.S.A. 
Government bonds as security, and with specific limitations 
of the right of each bank to issue notes. Formerly there 
was no central institution like the Bank of England, the 
Banque de Franco, or the Reichsbank. The smaller banks 
kept balances with bigger ones, and these in their turn with 
the more important ones. Thus tliere was a S3rstem in 
which no one in particular was responsible for the business 
of the whole country. Tlie system broke down on the 
crisis of 1907. The Federal Reserve Act was passed in 
1913 • Tlie member banks are to keep their reserves as 
deposits in one of the twelve central banks called the 
Federal Reserve Banks, one of which is established in each 
specified area. All members of the National Banking sys- 
tem were compelled to be members of the Federal Reserve 
System, and others are encouraged to join. All the Federal 
Reserve Banks are under the control of the Federal Reserve 
Board. Each Federal Reserve Bank can issue notes against 
definite securities which have an easy market, and 40 per 
cent of the note circulation must be covered by cash reserve. 
If it falls below the limit a steeply graduated tax is imposed 
on the deficit, the rate of the tax increasing wdth the fall of 
the reserve below 40 per cent. A Federal Reserrm Bank 
does the working of clearing house for its member banks, 
^d the clearing among the twelve Federal Reserve Banks 
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is<l('iK- ihrtnjfji tln' Gol^i I'uRd nt Wa‘4ijn(5it)5i. 

TJk- Feilcrni Ht'M'-rvc Syst<-in is slr-^> «‘«1 jis banfetT w ,: 
Govminifiit. 

The Banic of .Inpon. 

T!it‘ bankinft sy-toiii '.'.sis in 1872 ois tlsi' Kafiw’.a^ , 

Banking Sysu-ni of A!R>'ric.a, but the s.'irrif,* iUfficuUK'S If d ■ 
to the fciun<l,aiion of tfie Hank of in ihhy. IfiC right ' 
of nolo if'-uo sijlcly vovir, in tlii-; Bank, It !f the central 
b.ank of japan, and is banker of tlie Govcrnnicrtt and the- , 
other bank;;. 

W 0 have deal' ivith the central I'.inkir,!,' sse-tern in each 
of till! above conntritrs, and left out the ordin.irj' and fndus* 
trial banks. The normal v,-ork of discounling is done by 
the former, and the dwidopment of indiutries is the object 
of the latter. 


A Comparison of European anti American 
Banking. . , 

Comparing the .systems in Europe .and Amcriai ai-c note 
some features of hanking development in dificreat countries. 

I. Taking the English and the Continental systems, we 
see tliat the United Kingdom invests niost of its banlang 
r^urces and keeps small cash reserve. This makes for 
e icicncy inasmuch as the idle cash is reduced to its mini- 
mum. ^ But this worlis against safety, since at the time 
rr o^rii may not be n\'nilable. Bo the 

. .'"Sdom has to be alert, and the money market 
a” i^orccs working in any part of the 

neef of effect is that whenever there is the pros- 

nf existing condition, imrncdiatclv the 

his thT w^ia” o'" This • 

out specie unless ‘^‘feouraging people from taking ■; 

the higher »"t\«'crefore wortli papng- 

money to elm tirw/ people to bring m, 

i earn the higher mtc. Thus the rate keeps on y 
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contmually moving. On the Continent, on the other hand, 
the bankmg system has cared more for safety than for 
efficiency, and therefore has kept up a stable rate. Safety 
consideration a large resen'e is always kept, 
and therefore the need for a change in the rate is not felt 
tiU the reserve falls to a low point. 

2. Taking the English and American systems, we find 
that m the United Kingdom there is a small number of 
anks each with a large number of branches, while in the 
United States there is a large number of banks each mth 
a small number of branches. The result is that in the former 
coimtry clearing among a bank and its branches is done 
mthin the bank itself, and the clearing house does the work 
among the independent banks. Therefore, although the 
amount of real clearing is large, it is only partially shown 
in the clearing house. In America tlie branch system not 
lavmg developed, all the numerous banks clear through 
Reserve Banks and these, in their turn, through 
the Gold Settlement Fund. This explains the huge amount 
lormal clearing done in America. 

3- Taking the European and the American systems, we 
n that in Europe each country has one central bank, 
Which alone issues notes, and which is the banker to the 
government and to the other banks. Hence there is a 
of control over the currency and credit of each country, 
n merica, on the other hand, up to 1913, there was no 
™i y at all. Since 1913 there are twelve separate central 
3ns, each working in all the three capacities of issuing 

0 es, working for the Government, and for the other banks, 

IS IS so to provide for the differences in the economic 

eve opment of the vast country, and as the coimtiy is 
eve opmg towards a imiform standard the centralization 

1 control is increasing. The Federal Reserve Banks are 
nera y controlled by the Federal Reserve Board. 

issu the development in the regulation for the note 

(iQzfil'i? stages, the last of which has not as yet 

y ) been put into operation. The first is that of the 
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United Kingdom, where there is a rigid iimitation of the 
fiduciary' issue of notes beyond wliicli tlie Bank of Eiiglaud 
can never pass without suspension of the Bank Charter 
Act. The second stage is to be found in Germany, where 
the legal limit can be exceeded by pajdng a uniform. tax 
on the excess issue. The third stage is in the United States - 
of America, where the tax is steeply graduated, the rate 
becoming greater with the amount of the excess' issue, • 
thus discouraging any large excess when a smaller excess 
meets the situation. But here also there remains a tempta- , 
tion on tlie part of the bank to issue notes in excess, pay • 
the tax, and charge a higher rate of discount. Thus to 
make a profit the bank may be tempted to issue notes in 
excess. The system proposed for the Central Reserve Bank ; 

0 India meets this objection by providing that the taX, 
ni be graduated and charged in excess of the current 

scount rate of the Bank. The minimum cash reser\’e . 
IS 40 per cent, and the proposal is that when the cash 
reserve falls below the limit “ a tax shall be paid to the ' 
government equal to the Bank’s discount rate in force at ; 
me particular period plus i per cent per annum when the 
g and gold securities reserve against the notes is less 

per cent, and an addi- 
annum in respect of eadi af per cent 

001 ^ thereof by which the reserve falls below ; 

6 per ce™t” ™ event be less than 

Banking in India. 

heads classified under the foUovung 

the exeSni E 

digenous banks thp ’ ^ tki'^'crnment treasuries, the m- 

^ Report of thtRo . India. The Imperial Bank of . 

,'9=6, paragraph o,, Currency ar.d Exchange, ' ' 
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India was constituted in January, 1921, by the Act of 1920. 
It arose out of an amalgamation of the three Presidency 
Banks of Bengal, Bombay, and Madras. The Bank of 
Bengal had been started in 1806. Up to 1876 the Govern- 
ment held some share and exercised control. Formerly, it 
had the right of note issue, which was taken away in 1862, 
and, instead, it had the free use of the Government balances 
till 1876, when the Independent Treasmry System was 
inaugurated. Since then a portion of the Government 
balance was kept with the Bank. The Bank of Bombay was 
started in 1840. A portion of its capital was also subscribed 
by the Government, which had some control in its manage- 
ment. Owing to the extensive forgeries of 1848-51 it had 
to close down in 186S. It was re-started in 1870. ® The 
Bank of Madras was started in 1843 out of the old Govern- 
ment bank. Up to 1876 the Government held some shares 
and exercised control on its management. In 1921, when 
the three Presidency Banks were amalgamated into the 
Imperial Bank of India their financial position was as 
given below — 


In lacs (1,00,000) of rupees 



Bengal 

Bombay 

Madras 

Total 

Capital .... 

200 

100 

75 

375 

Resem’es .... 
Public or Government 

210 

120 

48 

37S 

Deposits 

434 

350 

209 

993 

Private Deposits . . ' 

3.474 

2.749 

t .579 

7.802 

Cash 

1 

1,221 

876 

506 

2,603 


Tlie total autliorized share capital of the Imperial Bank 
is R.11J crores. The paid-up capital is R.5.62,50,000. 
The reserve fund is R.3,45,00,000. Public deposits are 

* Its original name \vas the Bank of Calcutta. In 1809 it 'v'ms 
changed into the Bank of Bengal. 

* The New 3 ank of Bombay. The name was changed into the 
Sank of Bombay in 1876. 

<6oj9) 
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K.io crores, priv-atc deposits Jl.77 cforcs, and cash K.27 
crorcs. ■ ' ■ ' ^ ■ 


A central board was created to control its working. - if 
was to open one hundred new branches vithin five years,, 
t le location of twenty-five of which \\‘as |o be determined, 
by the Government. 

The more important business of the Bank consists of, 

0 tiCiV3.nf*lTlfT mr\Tirk«» . »!- -» ' 


uuMiiess 01 uie uanK coribibi; 

U) ad\ancing money on certain spedfied securities^ (2)^ 
ramng, .accepting, discounting, buying, and selling of 
Him IS, (3) investing its funds in certain spedfied securities, 
( 4 ) Riang and selling gold .and silver, {5) receiving deposits, 
to] recemng securities for safe custodj', and (7) borrotving 
monej in India. It is not permitted to (i) grant loan for 
ore t ran six months at a lime, {2) grant loan to any ono 
'^yond a certain limit, .and {3) discount -bills , 

resnn^ OR the personal security of bro . 

responsible persons or firms. .. . 

Imperial Bank of India is a step 
probabRr ^ centralization. But it is not j'ct, nor 
Such a Lrr central bank of India, 

credit of fh control over the currency and 

of the Govem'^^^^^ ' currenejf is in the hands 

lated by it a] ^I^dia, and the credit is parti}' regu- 

organize credit^in ” 

among the neo 1 oonntry and develop banking habit 
coimtries it acV^i central bank in other- 

counting and com^' Participates in the work of dis;, 
however, deal in ''^rth other banks. It does not,^ 


na\-e m recent years r Indian joint stock bank 

tance. In early ninp+f- grown in number and impdr 
y the European mp” r, ^^"^^nry such banks were startec 
hanldnKand /chants, most of them combinini 


hanldng and tradine- f. p them combink 

date from the eightil?*'^ r P"^ely Indian haul 
important of tiiese^ny,^. century. The mor 
tranches aU over ^dth about fift 

^"^nnntry. Their work is to accei 
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deposits and finance the internal trade. They have a 
capital of R.8 crores, reserve fund of R.2'6 crores, deposit 
of R.6z crores, and cash of R.22 crores. 

The Exchange Banks. The exchange banks are those 
joint stock banks whose head offices are outside India. 
They deal primarily in foreign hundis, although they dis- 
count inland hundis as well, especially since the Great War. 
The special feature of their work is that during the first half 
of the year, when the two Indian crops require to be moved 
for export, the}^ largely discount foreign bills. They are 
about fifteen in number. Their funds are raised in India 
and abroad. Their total capital is £68 millions, reserve 
fund £^o millions, deposits £860 millions, and cash ;£34 
millions. 

The Government Treasuries. In India the Govern- 
ment also performs a lot of banking work, especially in 
currency matters, as also through the Independent Treasury 
System. The Government money is only partially kept 
in the Imperial Bank of India. Tlrroughout the vast 
country the Government has its own treasuries and sub- 
treasuries, where it keeps its balances, and through which 
it maintains the convertibility of the notes and the sub- 
sidiarji’ coins. Also hundis are sold at one treasury upon 
another in order to facilitate the transfer of money by 
private persons. This enables the Government to utilize 
its surplus money at one treasury by selling hundis on 
it to tliose who want to remit money there from another 
place. The remitters find it a cheaper mode of remittance. 
The same is also done through cmxency offices. The total 
transaction annually comes up to over R.ioo crores. 
This is really a banking function, and should be handed 
over to the central bank of the country. 

The Indigenous Bankers. The indigenous banker has 
existed in India from time immemorial. He is variously 
called a mahajan, sowkar, bania, chetty, or shroff. He is 
rarely a banker onl3', but usuall}’' combines trade with 
hanking. He is to be foimd all over the coimtrj', from the 
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Presidency to\vn to the small villages. His profession is 
often hereditarje Hence he forms more or less a distinct 
caste. Usuallj'’ he works rnth private capital of his ovra,' 
although some of the big ones also attract considerable 
deposits from the public. In big towns sometimes he work 
in partnership witli others. In the Western World tlie; 
private banker has been successfully driven out of the field 
by the joint stock banks. But in India, owng probably 
to the vastness of the country, long tradition, and paucity 
of joint stock banks, he is still a very important factor. 
He forms the effective link between the banks and the. 
money market on the one hand, and the shopkeeper and. 
the village moneylender on the other. A large number of 
indigenous bankers are Marwaris and Multanis, wth head- 
quarters at Bikaner and Shikarpur. The work is carried 
on ^1 over India, wth the help of an agent called uwofuVn- 
Their number must be counted in lacs, and their trans- 
actions in crores of rupees, but no statistics arc available 
° often very high, although it is 

pidually coming doiwi. Tlie causes seem to be tliat (l) ■ 
m the 'Milages they can lend their money only at , some 
seasons , (2) they have few competitors ; {3) the security : 
^ Ih ^ small worth, especially with agri- 

>1 V rarely such as can be casilj' converted into 
, ’ they are avaricious, and take advantage of the 

needy and Ignorant customers. 

The co-operative banks have 
countrl “ number, although their influence in the' 
number nf +K • Their number is about 61,000, the 

capital aboiit^-i? about 24 lacs, and their working 

but are tlipm i *^*^ores- They not only organize credit, 
of manv sociaT ^ training ground for the development 
SaviLs BaTks ^ tlie constituents. . , 

over the country ‘The 

bank, which ®Pnrtant is the postal savings , 

office Besi'HBc +i,- savings wherever there is a post 
this most banks and mai^ firms also have 
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savings bank deposits. The number of d 
postal savings bank is about 21 lacs, and ^ 
deposits R.25 crores. 

India has no land mortgage bank, nor did it v 
one. It has not now any industrial bank. At e 
it had more than half a dozen of such banks, but 
the Tata Industrial Bank disappeared quickly. In 
the latter was merged into the Central Bank, 

Defects in Indian Banking. The great defect in t/^^ 
banking organization in India is that there is no one insti- _ 
tution which controls the currency and credit policy of the 
country. The currency is issued by the Government — a 
purely banking function nowhere else in the world done 
b}' the Government, The credit policy is partly controlled 
by the Government, and partly by the banks. Among the 
latter, again, there is little uniformity of policy, and as 
there is no central institution which is looked upon by the 
banks as capable of re-discounting their commercial bills 
in a time of crisis, these bills are not, as in other countries, 
considered as liquid assets. The Imperial Bank of India 
might have been such a bank. But its main work is to 
develop credit, and therefore it actively competes in the 
market \vith other banks for attracting deposits and dis- 
counting bdls. This function cannot be combined with 
full control over the cmrency and credit policy of the 
country, as this would make one of the competing banks the 
controller. For these reasons the Royal Commission on 
Indian Cmrency and Finance (1925-26) recommend the 
formation of a new central bank — ^the Central Reserve 
Bank — which will be given the full control over currency 
and credit. It is to be hoped that the Government rviH 
soon give effect to this recommendation of the Commission. 

The table overleaf shoNvs the bankhig position of India 
^ compared with some other countries of the world- — 
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CHAPTER XVI 

CO-OPERATI\^ CREDIT 

A CO-OPERATIVE organization is one in which its members 
join together in any economic actmty with the object of 
mutual help. The primaty object is to escape individual 
competition, and substitute for it the competition of a group 
of similarly situated persons whose joint operation helps 
them to compete u-ith their rivals on more favourable terms 
than it would be possible to obtain without such com- 
bination. Silch co-operation may be for purposes of pro- 
duction in which the members combine as workers in 
order to eliminate or reduce the profit of the organizer and 
the undertaker of risk. Here the workers imdertake the 
risk and oivn the business. ^ Again, co-operation may be 
of the consumers who combine together in order to purchase 
at wholesale prices and sell among themselves at cheaper 
rates than the retail rates, thus eliminating the middle- 
men's profits from the prices of the articles of consumption. ® 
The former is a producers’ association or productive co- 
operation, and the latter a consumers’ association or dis- 
tributive co-operation. In many societies, e.g. the Co- 
operative Wdiolesale Society of the United Kingdom, the 
two functions are combined in the same body. VTiether 
for purposes of production or for those of consumption 
the members often need credit, and for an isolated man 
without much asset to pledge, credit is difficult and costly. 

Securing Credit. 

So co-operation has developed an important aspect, 
viz., to secure credit. The idea is to combine together and 
pledge the security of the joint credit of all the members 
in order to borrow at a low rate of interest, and lend to 

^ Vxde ante Part II, Chapter viii. 

’ Vide below Part V, Chapter xxili. 
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iiidiv iflual members wliose power to IjorrowJn thc'opin 

b'miU'd. Sometimes small ietuiers of money find 

<0 urn's! tluar money indepcmlently, notknow- 

tlif. obtaimible, or not lieing able to judge of 

offered. All $udi organizations, 

CO or lending, would come under' 

co-ojK'rativf credit. 

Rural and Urban Societies. 

url^rT^ ore conveniently clnssified idto niral and 
socictit'c: societies arc mostly borrowing 

Ect snfFiHp greatest difficulty in rural areas 13 to 
arc usually’fortw ^ Oifricultund purposes. These again 
in order to ^ Purposes, viz., to h.-tvc short-term, loan 
which rrpcV,f agricultural operations for 

crop is lian-crtcS'^'’’?'’ ‘ 

terms in order to n^rte '^^' 

from wliidi is ^‘"‘■ “uprovements of the land the return 

societies are ihoT^n T*’ ' 

it difficult to inv '’‘ho wdth small savings find 

carry on produrtf*^ them, and those of borrowers who . 
to obtain sufficiVnr* scale, and find it difficult ; 

It maj' also be for r. ^ producers and of consumers, 
or of lenders. AltK whether of borrower; 

it is convenient in latter often is of producers 

w-e have three varied^' y and studj' it separately. Thus 
and for credit. As tli!o' producers, of consumers, 

use the nomenclature , originated in Germany we shall 
The subiect m .! *ore. 

'-^uject*niattcr r»f 

and we shall therefore h , f^^aptcr is co-operative credit, 

1. R®u . 

system, and 

1 ) t-andschaften, 


—..auen. 

.■wSS-Ss2s’'5.r 
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Follo\ving this classification we can divide co-operation 
as follows — 


CO-OPERATION 


Producers 

Consumers 

f 

Credit 

1 

Rural 

1 ■ 

! 

Urban 

i 

Raiffeisen I-andschaftcn 

System 

Hypotheben- 

Bankcn 

1 

Schulzc-Delitzsch 

System 


Rural Co-operative Credit Societies. 

Rural co-operative credit is mainly for purposes of agri- 
cultural improvements. For such purposes credit of two 
varieties is required, viz. (r) to increase the working capital 
for carrying on cultivation, such as wages, purchase of 
stocks, seeds, manure, etc. The return for such investment 
takes place in the course of a year or so. It must be realized 
from the sale price of the crops for which such investment 
has been made. (2) For permanent improvements of land, 
e.g. drainage, irrigation, farm buildings, motor tractor, 
improved implements, etc., loans for a longer period are 
required inasmuch as the return from such investment 
can come, spread over a long period of time. Therefore, 
for these two species of loans there are two different organ- 
izations in Germany, viz. (i) The Raiffeisen Loan Fund 
Societies and (2) Landschaften. 

The Raiffeisen Loan Fund Societies. They are so 
called after the founder of the movement, Raiffeisen. These 
are rural associations, especially of small landoNvners or cul- 
tivators in order to secure protection against the exactions 
of the local moneylenders, whose cliarge is high, partly be- 
cause of the helpless condition of the borrowers, and partly 
because of the small and indefinite security which the latter 
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can offer. The members combine together to form, an 
association, the credit of which is the joint credit of all tiW- 
mnmEArc Credit is always their personal credit, 

^ it • * rtT* 


memoers. This credit is nlways their personal 
i.e. not based on mortgage of their immoveable property on 
pledge of their movable property, but the credit which is 
based upon tbeir honesty, diligence, .frugality. Appar^ 
ently these qualities can be well known to neighbours only- 
Tlicrefore, the area of operation of such societies can be a 
village or a group of neighbouring villages. Also, as the 
credit is that of all the members the credit of one cannot, 
while borrowing in the name of the association, be sepp- 
ated. Thus there is unlimited liability of the members, 
i-c. for the debts of a socict 3 ' all tlie members arc jointly 
and severally liable. This also makes the society ven' 
cautious in lending the borrowed amount to the members, 
M makes them alert and vigilant, and see that tlie money 
member borrowing it to the purpose for 
which It has been lent by the society. As the '.money 
orrowed by the society is lent on low interest, loans a^e 
. . y given to members only who by pledging their 
join credit borrow the amount, and therefore undertake 
a It working capital oi the society is obtained by 
rift V capital subscribed by tlie members, the 

oth^rl 1 society by members oi 

from ’ obtained from central or other banks, as' also 
individuals, and the reserve funds which the 
demornr ^ time. The management is simple an 

SS ‘r,: •!'“ ‘“Wng i .Clivo part in ® 

Hve purposi”o? h' Stanted only lot pto'l“‘^ 

member^«n?.r Personal credit of the borroM-mg 
that the' sum • ^ bas the right to inspect and see 

as well in n- occasionally for long term 

instils. S 

small the ma" distributed on the capital is very 

in'divirible carried to a permanen! 

, ® fund, which belongs to the society 
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Wlien the reserve fund is large enough the society under- 
takes operations for the moral and material advancement 
of its members. In this way the German societies have 
started many organizations, viz., libraries, evening clubs, 
\Tllage meeting halls, continuation schools, etc., for spread 
of popular education ; infant schools, children's savings 
banks, juvenile clubs, etc., for children ; village nurses, 
ambulance corps, surgical appliances, etc., for the sick 
and wounded ; death benefit funds, cattle insurance, 
accident insurance, sickness insurance, etc., for the benefit 
of the members ; fire brigades, telephones, veterinary 
institutions, etc., for the general welfare of the community ; 
and providing agricultural appliances, machinery, imple- 
ments, etc., for the improvement of agriculture. 

Landschaeten. These land banks are organizations 
for more permanent agricultural improvement. The loans 
are given for longer periods and on the securitj’’ of landed 
property. The object is to relieve the small proprietors 
who are steeped in debt and suffer from the evil of having 
to pay high rates of interest, by offering them loans at low 
rates of interest. Such associations are voluntary organ- 
izations on the principle of joint responsibility of all the 
members for loans obtained bj' the society. Loans are 
given to members only. Their operation is also within 
limited areas, because the valuation of the landed property 
which is the basis of an individual’s credit can be properly 
made by the men of the locality, and because the super- 
vision of the application of the loan to the purpose for which 
it has been granted can be effectively carried on only 
within a limited area. Repayment is by easy instalments, 
which are expected to be earned from the permanent 
improvements made on lands. Such instalments cover the 
interest, contribution to the reserve fund, gradual extinction 
of the debt, and the cost of management of the society. 
If a borrower member fails to pay the interest regularly 
the association has the right to seize his produce and 
other mo\TLbles, to take over and administer his estate. 
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or to sell it by auction. The advantages winch such an 
association confers arc many~(i) The agriculturist, i.e' the 
orrower, finds that after investing capital in liis land he 
cannot be suddenly asked to repay his debt which is to be 
repai y easy instalments so distributed as to be payable 
ou 0 thyetum from the improvements, ’ (ii) Themoney- 
{<!*' ^ through the society finds tliat the interest 

asep^ rcgularljr. His debtor is the society whose 

indi\^r”i’ credit are better tlian those of any 

mA saved the trouble of looking into 

ritsk the security of each individual. So his 

ritp therefore glad to lend on a lower 

are crest, (ifi) T-ijg advantages to the community 
and flip burdens on proprietors become less, 

h'ehtcr w ^ y^ue of lands increases as a result of this 
made on*^fands of improvements 

hnproverupnfc • expenditure on permanent land 

now offered bvtb^^^*^ hecause of the special facilities 
output or income fromir^f* • improvements the 

a larger pooulatm • increases, and they now support 

of PopuiatSn Hence the pressure, 

increasing tenden ’^^^iuced, and therefore the 

diminishes since ^ ° .luiffiution from rural to urban areas 
formerlv nece<;c:U..t^j^ pressing debt to be paid which 
"“'“‘••W tbe sale ot. portion of thiimi , 

CoBtaf 

iicre the difficulties ark “""Pf credit, we find tliat 
und small borrowers Th lenders 

n small sum finds it diffi ^ oidinary man who has saved 
The small borrowers ^ risky^ to invest his savings. • 
moyate rates. Thn, ,? difficult to borrow at 

syeties, one of lenders rau ^'®on two types of, 

e other of borrowers call a ^ypntheken-banken, and 
P^ehtzsch system. its founder the Schulze- 

Hypotheken-Banken Th 

nese are associations of lenders 
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for purposes of making advances for long terms on the 
security of immovable property. This is co-operation in 
order to create facilities or open up new modes of invest- 
ment. There is a subscribed capital besides deposits. 
The repa37ment by the borrower consists of the interest, 
the portion of the principal necessary to extinguish the 
debt within the prescribed time, and a commission charge. 

The Schulze-Delitzsch System. This involves people’s 
banks. The banks in this system are especially devised to 
suit the needs of the urban people. Members come from 
all sorts and varieties of occupations, subscribe a small 
capital, and distribute fairly large dividends. The area 
of their operation is also fairly extensive. They work on 
the principle of limited liability, i.e. the hability of a mem- 
ber to the debts of the bank is limited by the total amount 
of the shares which he holds in it. These banks are widely 
availed of by small traders, artisans, and employers. Un- 
like the Raiffeisen system, these have no indivisible reserve, 
their share capital is rather high, loans are for very short 
periods. They especially foster thrift and saving among 
their members. 

The co-operative system has developed in most of the 
countries of the world, e.g. England, Germany, Italy, 
Russia, Austria, France, Ireland, Japan, Denmark, 
Switzerland, Spain, etc. 

Co-operative Credit in India 

In India co-operative credit societies were started by the 
Act of 1904, which was enlarged by the Act of 1912, allowng 
non-credit co-operation. There is a hierarchy of co-oper- 
ative banks. Starting at the top with the Provincial Banks, 
the Central Banks, and the Guaranteeing Unions, it ends 
at the bottom Math the primary societies. These last 
inaj'’ be divided into rural or agricultural and urban or 
non-agricultural. 

, ^ the Government ot India Resolution on the Growth of 
Movement in India, Resolution Ro. 12-287-1 of 
i/tn June, 1914. 
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AcRicuLTOitAL PRIMARY SOCIETIES. TJic agricultural' 
primary societies are again of two types, one gives credit 
in money, and tlio other in kind, i.e. grain. The latteT^ 
consists of grain banks or dltarniagolas, in which the agri-. 

_ lutunsts can keep their stocks to be sold by the hanks, and 
^ ^ e meantime draw mone^' from the banks to make their 
r:onsumption, for debts to moneylenders, for. 
tlip Government, etc. Tliey thus enable . 

their crops at good profit. Also they ; 
wpI? T ^ cultivators for consumption, seeds, etc., as • 
Th? S '™.*" ‘““»'“»d,yLd famine, 
sivelv proper has, however, more exten- 

are mncfi"^ India. Tlie primary societies in rural areas 
«P=S. ““ system. The a,» ol , 

should knn because it is essential that the members 

« shared bv the responsibHity 

Si^oup of a fm . village or a, 

is made villages. Exception to this rule , 

‘^te, or occunaf^^^^ people of the same tribe, class,; 
another, althoupW?’ intimate touch wth one 

times different cla ^ propinquity. Soiher 

seasons maj' who need credit at different .• 

avants of one anot^ society, and so supplement the 
from the same localT ordinarily the members come ' 

of interest. ^ represent the same community 

. The liability is r, 

IS found that member unlimited. Without this it 

pool together ^ ordinarily very poor, cannot 

m the matter of loan them substantially - 

understood and easilv Principj4 has been readily. 

e main use of iiavei^ares and dividend^, 

profits. As the liabStv liabdity and seek. , 

of isl the Indian I^u|ffeisen system on the , 

^^umg shares has bused, the system ; ■ 

" discoura^d. But to suit local T 
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conditions, e.g. in Madras, the Punjab, the United Provinces, 
and Burma, a modified system with shares and dividends 
has been allowed to develop, in which the profit for the first 
ten years is not distributed, but added to the capital, and 
dividend allowed on this added capital, three-fourths being 
given as dividend proper and one-fourth being annually 
added to the share capital. This encourages thrift and the 
habit of investment. Also this sum, which belongs to the 
society, helps it to tide over in times of difficulties when 
deposits by outsiders are likely to be ivithdrarvn. But 
profit-seeking is always discouraged, and high dividends 
are rarely distributed. 

The security taken from the borrowers is personal. Full 
mutual responsibility of the members, and the profitable 
emplojnnent bj^ them of the money they borrow are well 
recognked principles on which the societies work. Thus 
the security of the society against its members as also that 
of outsiders — depositors and other creditors — against the 
society is primarily the character of the members, their 
personal or immovable property being only of secondary 
consideration. Usually loans are given on collateral secur- 
ity of one or two members. Some are given on the mortgage 
of immovable property, e.g. in Madras and Burma, but 
rarely is any given on the secmrity of movable propertj', 

A man witli debts is taken as a member unless his debts 
are so large that there is little chance for him to get out 
of them. The former is helped by aU means to get out of 
his debts, and once he does so he has little risk of falling 
into debt again, since the system ensures that the debtor 
shall be put through a course of action which encourages 
thrift and discourages debt in future. 

The society has discretion in lending for productive and 
Unproductive purposes. In a country' like India, where 
social and religious customs sanction and require unpro- 
ductive expenditure, any prohibition of granting loans 
for unproductive expenditure would lead the intending 
borrower into the arms of the professional moneylender. 
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from whose clutches the society attempts to extricate him.' 
Moreover, a prohibition like that is likely, to he ineffective ! ■ 
inasmuch as it would be impossible to find out from what ; 
sources the man is undertaking his unproductive ' expea: 
dure. But the society always insists on ensuring 

purpose for which a loan is. contracted, 
on a loan is granted the society sees that money h . 
specific purpose. 

0 primary societies get certain concessions from the ‘ 

ovemment. In certain cases they are exempted from 

sue charges as stamp duties, income-tax, registration 

tsos. I are exempted from the legal formalities of the 

inary commercial law of companies. Transfers of 

mracy are facilitated through the Government treasury. - 

fhp derive their funds from various sources, 

usually in different prov- 

their" ft societies usually derive more than hah 

ie loans and deposits from other societies, ■ 

ne. mainly from -fLo — g ,. ... aj,g' 


Lo. mainlv f — iivposiis irom oiner 

la ncr ppL central societies, and between lo w-v* 

loans an,! A ^ ^ items of shares, 

by non-mpiT>n^°*^'^^ members, and loans and deposits 
may fae suddp*^? danger from deposits is that they 

»«veS“ir«r‘“r™ “ 

met during tot co-operative societies 

fidence in them 1918-19 shows the popular con- 

after the harvest 

possession of funds''" borrower is likely to be in 

societies, and nubt ^ efficiency of the 

In the beginning primarily rests upon that, 

xvith the growth of fo ®ome slackness in repa5unent, but 
such cases have °ught, thrift, and business methods 


been built up. Thp “ the reserve that has 

of financial strinK6nrx7^^ upon it in times 

■which leads to gr^te^d inspires confidence 

eposits both from members, and 


CO-OPERATIVE CREDIT 


217 


non-members. In case of bad debts it saves the members 
from the necessity of paying cash out of their pockets imder 
the system of unlimited liability. The credit of the society 
being well established by a large reserv'e, borrowing becomes 
cheaper, and therefore the society can provide credit to its 
members more cheaply than before. Lastly, a large re- 
sers'e, indhdsible but owmed jointly by the members, 
attracts new members and keeps the old members from 
falling off. That the primary societies in India have built 
up quite a good resei^fe fimd can be seen from the fact 
that the percentage of their reserve to the total working 
capital is about 4|-, whereas in the German Raiffeisen banks 
it is only about 3. 

" In India the primary societies depend for their main 
support upon the Government of the country. The reason 
is not far to seek. The people who are to be benefited by 
thesystem are mainly the rural folk, who are ignorant about 
the affairs of such institutions. Moreover, owing to the 
poor condition of the country it is difficult to find sufficient 
men with leisure to devote their time and services to such 
work. Further, the extreme illiteracy of the people makes 
it difficult to find men to check and supervise the work of 
the officials of the societies. And it is such direct partici- 
pation in their working, which can create an abiding interest 
in these institutions.” ^ 

In spite of the defects of the system the results of the 
co-operative primary societies have been, on the whole, 
good. These results may be classified under the follo^ving 
heads — 

I- Economic Benefits. To obtain these is the primary 
motive. The object of co-operative credit is to obtain 
money at cheap rates, (i) This brings about a saving in 
interest charges paid for loans. This in itself is a great 
cnefit. (ii) The society is a sort of village bank, which 
gives facilities for and therefore attracts deposits. In 
many cases these come from the hoarded wealth. This 
The Author’s Economic Development of India, Vol. I, pp 41-42. 
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increases the effective capital of the country, (iii) Old 
debts have been paid off, and old mortgages redeemed in 
many parts of the countrj% and thus ^nd^^•^dual cultivators 
and sometimes even whole villages have become free from 
debts through co-operative credit organizations, (iv) With 
better facilities of credit the cultivator can bring about 
improvements, and he works more heartily than before 
because, having been freed from debts to moneylenders,, 
what he earns remains to himself, (v) With the improve- 
ment in the economic condition of the agricultural classes' 
there naturallj' comes an increase in their purchasing power, 
and the general standard of consumption is raised. To the 
extent that it increases their productive efficiency it is 
wholly good for future production, (vi) This increased, 
demand on the part of the largest class of people in 
the country' helps to expand the trade of the country', , 
both internal and external, {vii) The most important 
effect is seen in the improvements made in agricultural 
land. Through co-operation better seeds, implements, 
manures, etc., have reached the cultivators in' many 
places. 


2. Educational Value. Education, both intellectual 
and moral, has been stimulated, (i) For carryung on the 
busmess of the co-operative society men have felt the need 
^ D education. The obvious need for ordinary' education lies 
in eeping accounts, reading pass books and receipts, 
signing prorriissory notes. Literacy has thus been encour- 
age y the institutions of co-operation, (ii) Moral educa- 
tion has been of even greater value. Co-operation is based 

to be members and so to be 
honf-ct ^ file advantages, one must be thrifty, 

for Fugal in habits. This discourages expenditure 

liahilifv^n uetwe purposes. The principle of unlimited 

of ^ powerful check upon unthrifty habits, 

ot one another, and a in 


of on/. ^ powerful check upon unthrifty habi 

favour a social opinion has been .created 

little chanrpT°/*'^ lii'mg. Drunkards and gamblers has 
ittle chance to be members of a society. . The other mor; 
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virtues which also are encouraged are self-restraint, 
punctuality, straightfonvardness, self-respect, discipline, 
contentment, etc. 

3. Social Benefits. In some areas litigation has 
declined, many disputes having been settled through the 
co-operative organizations. In several places there have 
been raised common funds to start schools, to provide 
scholarships, to distribute quinine, to clean streets, to 
provide wells for drinking water. Institutions of savings 
banks, benefit funds, and provision for the poor have 
developed as an adjunct of co-operation. Thus it has 
rewved the old corporate spirit that obtained in the village 
communities of India. 

4. Effect on Small Agriculturists. In European 
countries co-operative credit has helped the large land 
owners. In India there is some scope for this also. 
But the Indian system has been primarily developed 
to encourage the small societies for the simple folk, 
and the greatest benefits have been derived by the 
small agriculturists, who form the basic unit of Indian 
economy. 

5. Effect on Moneylender. The society has been a 
rival to him, and under its competition he ha§ been com- 
pelled to reduce the rate of interest. He naturally looks 
upon it as his enemy. But in the long run he is finding the 
society a good means of investment, and in areas where 
co-operation has made great progress, the deposits come 
from the moneylending classes as well. This is especially 
due to the inexpensive management and publicity of the 
society. Through it he finds also opportunities to invest 
his capital in the central societies. 

6. Reasonable Credit Obtainable. The object of 
co-operative credit is not to provide very cheap money. 
This tends to promote extravagance, as the debtor suddenl}^ 
finds verj' cheap credit where he had been paying high 
rates. The movement in India is steadily bringing down 
the rates and offering reasonable credit. Reasonable credit 
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is a comparative term, the reasonable rate varj^g- accord- 
ing to (he locality. This has the great advantage of 
encouraging thrift, and yet lightening the burden of debt. 
Otherwise the debtor who is accustomed to. high rates 
may be tempted to borrow too much, and othere not re- 
quiring credit for their owm use may be tempted to 
borrow from the society and lend to non-members at 
higher rates. 


Land Banks. 

In India land banks on the lines of the German Lands- 
chaften have not grown at all. To provide long term loans 
in order to bring about permanent improvements of agricul- 
tural land these are essential. " It is a mistake to suppose 
that these can be opened only when the other t3q5C has 
developed in the country. The two t^qics must go together 
in order that either may be effective. Such new societies 
cannot grow without some legislative help from the Govern- 
ment. For landed property to be used as security for loans 
in the case of such institutions, certain conditions must be , 
brought about wliich can exist onty by legislation in that , 
behalf. For example, there must be a public register 
s lowing the titles to lands as also the existing charges on . 
t em. Witliout this the existing liabilities of any land 
c^uot be defmitely ascertained, and therefore the amount 
Which can safely be lent against that land remains uncertain, 
us a mortgages or other liabilities on the land, whether , 
nor or subsequent to the loan, must be compulsorilj' - 
^ register. The claims of the society should' 
subsea^?/ claims not so entered or entered 

appZS ? by the society. This can , 

effect Ap ®”^y bj' proper legislation to that 

the sucefss of any such-: 

wded for the ^ and cheap methods should he pro- 

, Government help Property of the borrower. ; 

P probably necessary for the right 
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valuation of the lands which are accepted as pledges for 
loans. 

“ Such institutions, if properly organized, can bring 
about immense improvements of the land. The advant- 
ages are many and widespread, (i) The cultivator will 
welcome the system because he is freed from the present 
contingency of being suddenly asked to repay his debt to 
the moneylender (such loans are renewed but granted for 
short periods only, and often payable on demand), when he 
has sunk capital in his land, which can repay itself with 
profit only if he can wait for a long period during which the 
full effects of the improvements would accrue to him. For 
example, if he provides for irrigation, drainage, fencing, 
or even improved implements, machinery, or cattle, the 
return ■will come to him spread over some length of time. 
Therefore, the time for repaying the loan should vary 
according to the particular way in which he applies the 
borrowed capital. The society can lend money for such 
long periods because the land is pledged to it, and, in case 
of inability on the part of the cultivator to repay, the land 
can be easily transferred to another before the effects of 
the improvements are exhausted, since transfer of such 
lands will have been facilitated by law, and since repay- 
ment is to be by instalments, each of which must be paid 
in due time, failing which the society will take steps towards 
their collection or towards the transfer of the land to another 
who can pay regularly. (2) The moneylender or the 
capitalist will welcome such a society because he can never 
rely on the punctuality of the cultivator,^ and hence he 
wll now have to depend upon the credit not of an individual 
about whose affairs his knowledge can never be very minute, 
but upon that of an association whose credit will be tlie 
joint credit of all its members, besides its prestige as being 

* " Landed security is good, but not easily or rapidly, realizable ; 
debtors are uneducated and have no idea of business methods or 
of punctuality in meeting their obligations ; . . . .and, partly in self- 
protection, the mahajan charges a rate of interest which local custom 
readily tolerates .’’ — Report of the Indian Industrial Commission, 
p. 211. 
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supported by the Government. . Also the trduhle of exam- 
ining the securities of indi\aduals is obviated by the sub- 
stitution of the society as his debtor, which will undertake 
this work \vith much greater facility, if the conditions 
explained above be brought about by necessary legislation. 
In such circumstances it is to be expected that, with greater 
credit and less trouble and risk of loss, the mbneylehder’s 
charge for interest \vill also fall. This fall ■will mainly go. 
to the borrowing cultivators, since the societj’’ 'will be of 
the co-operative credit variety. (3) Finally, this will bring 
many and various benefits to the community at large. The 
burdens on all lands, particularly the cultivators and the 
small proprietors of lands, will be considerably reduced at 
the same time that extensive agriculteal improvements will 
be introduced. With the improvement of agricultural 
lands, their value %vill naturally increase. This will im- 
prove the condition of all proprietors of lands, as also that 
of the non-proprietor cultivators if suitable arrangements 
are made in tenancy laws, which will retain to them, the 
effects of their improvements. Again, the improvements 
^ich can be introduced noware only minor and secondary. ^ 
xth the adoption of this system the expenditure on 
peTOanent agricultural improvements will be more liberal, 
an to that extent the country -will be benefited. The. 

be directly benefited by the increased output 
/ general body of the people will participate in, the 
lower prices of agricultural , 
increasp^n^+u^^’ course, there is a proportionately greater 
of aeririiH ? P°P’^^flon. Also raw materials in the form • 
industries 'viU be cheaper ; this -will stimulate 

•classes improved condition of the rural 

of the thoughtis mwT* T problem, viz., that', 

touns on the off cE country districts to larp. 

labourers from pU k ^ f unexpected release of the . rural 
. . of social ties, which exist in the . , 
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villages probably in too great a degree, but which practi- 
cally do not exist in the new urban environments, has not 
always been very happy, especiallj'^ in its moral effects. 
Further, the prosperity of the rural classes will naturally 
react upon all classes of the labouring population of the 
country, and this mil make the people better payers of 
indirect taxes on the articles of general consumption. Thus 
the Government revenue will automatically swell with such 
improvements. Finally, there will be a check, partially 
at any rate, upon a mcious system which prevails in India, 
especially in Bengal, Bombay, Bihar, and the United 
Provinces. Now there is excessive subdivision of agri- 
cultural holdings, which often makes profitable cultivation 
impossible. The reasons are several, the most important 
being a rigid adherence to the letter of the law of inheritance 
and the attempt on the part of all to live on land. Another 
important cause is the extreme indebtedness of the rural 
classes. This compels them to repay their debts by selling 
or surrendering a portion of their holdings. The temporary 
effect is to lighten the burden of their debts, but the more 
permanent effect is to involve them in greater debts inas- 
much as the same family or families must now live on a 
smaller land. Under the proposed system of developing 
lands there will be no such pressing debt to be repaid, its 
amount being earned from the improvements made on 
land, and its repayment with interest being settled on 
terms of easy instalments.” ^ 

Urban Co-operative Credit Societies. The non-agri- 
cultural co-operative credit societies have not developed 
very much in India. These are mostly urban societies. The 
objects for which such societies may be started are said to 
be two, viz. to encourage thrift by providing a mode of 
investment which is more attractive than the postal savings 
banks, and, as in Italy, to lend money to rural banks. Thus 
their object approaches that of the German hypotheken- 
banken. The number of such associations of lenders is 
* The Aulhor’s Economic Development of /j!£Zia,Vol.I,pages42-47. 
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limited in India. The important variety is the Middle 
Class Urban Banks, which issue share.s and cariy on general 
banking business on the principle of limited liability. There 
arc others again which arc associations of borrowers. The . 
important varieties are— (i) The societies for salary, 
earners. The share capital is .sub.scribcd from the savings 
out of the salaiy. These arc suitable for small artisans. - 
traders, etc., and are of great help to their members, as 
they cannot offer any securitj' besides their salaries, and 
therefore cannot gel cheap credit without such organir..!- 
tions. (2) Tlic societies for poor castes. These consist of 
mill-hands, drivers, cobblers, scavengers, masons, s^vcepers, 
etc. Members arc usually limited to those belonging to 
one caste and living in the s.amc locality. Tlicy suhscribo . 
to a small capital, but the bulk of the working capital is 
raised by loans and deposits from non-members. The 
funds thus obtained are lent to members at low rate.s of 
interest. 


Tire Central Societies. Above the primary societies- 
are the central b<anks, the provincial banks, and the guar- 
Mteemg unions. The central societies have been formed 
or purposes of control and of finance by grouping the 
pnraa^ societies under a central bank. This helps mutual 
^°og the latter, and the development of uni- 
^ of Work and accounLs. Such groups , 

tion ml greater confidence, which in co-opera- 

societv ^ credit than an individual primary . 

of such a erm ■ 

is fonned oulylorS^" '^lien a central bank 
societies it is^callfri ^ inspection and extension of 

system has weU develL^^'^R^'"® 

found in Madras Burma, altliough a few are 

centralinstitutionfinanSsbS i ’ 

societies of which it i.: • inspect the pnmary , 

district bank. The ‘^nnstituted, it is called a central or 

, to a district, subdb-isTon*’ / usually limited , 

Sion, la/ffAa, or Usually they . 
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are composed of primary societies, although some are 
composed of individuals and some of mixed indirdduals and 
primary societies. The main object of a central bank is to 
supplement the working capital of the primary societies. 
It raises funds by shares and debentures. Thus the central 
banks bring the village borrower in touch vith the outside 
money market to wliich they have, but the borrower has 
not, access. 

The Provincial Credit Banks. The provincial or the 
apex bank occupies roughly the same position in regard to 
central banks as the latter do in regard to primary societies. 
In the busy season the central bank requires more money 
and in the slack season it does not know how to utilize its 
funds. This is done through the provincial bank. Bombay 
and the Central Provinces each has a provincial bank. It 
has a high share capital which is the basis of credit. It 
attracts deposits, contracts loans, and generally links the 
central banks with the ordinary commercial banks. 

Statistics of Co-operation in India. 

The progress of the co-operative movement in India may 
be seen from the accompanying tabular statements of 
their numbers, the numbers of their members, and their 
working capital. The number of societies per 100,000 
inhabitants in India is about 23. 


NU.MDERS 


1 

i 

Average for 

4 years from 
1906-07 to 

igog-io 1 

Average for 
5 years from 
1910-ti to 
1914-15 

Average for 
5 years from 
1915-16 to 
1919-20 

i 

1923-24 

Central and Provincial Banks 
Guaranteeing Unions , 
Agricultural Societies 
Non-agricuUural Societies . 

1 

i.7t3 

xg6 

231 

10,891 

664 

f 304 
( 638 

25.673 

1,662 

530 

1402 

54.645 

4.529 

Total — 

1,926 

11,786 

28,477 

6z,xo6 
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NUMBER OF MEMBERS 



Average for 

4 years from 
tgob-oy lo 
t909-io 

Average for 

5 years from 
1910-11 to 

X 9 t 4 -X 5 

Average for 

5 years from 
1915-16 to 
1919-20 

' 1933-24 ’ 

Central and Provincial Banks 
Guaranteeing Unions , 
Agricultural Societies 
Kon*agTicultuTal Societies 

1 1.9S7 

107,643 

54.367 

23.^77 

459.096 

89,157 

< 89,925 

1 10,971 
902,930 
226,031 ' 

166,585'.. 

78,7:0 ■ ■ 
1,774.913 , 

1 538,654 ; 

Total number of Primary 
Societies * 

161,910 

548,253 

1,128,961 

1 ' , 

1 2,313.567 
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WORKING 

CAPITAL 




(In lacs of rupees) 




Average for 
4 years from] 
1906-07 to ! 
1909-10 i 

Average lor 

5 years from 
ipio-n to 
1914-15 

Average for 

5 years from 
1915-16 to 
1919-20 

i 9 i 3-:4 '• 

Pald‘Up skare capital , 
baans and deposits from 
members 

Loans and deposits from 
societies .... 
Loans and deposits' (rom 
i’rovlncJ.ilorCentralBanks 

Loans and dcpoiiis from 

Gostrntnfut . 

Loans and deposits from non* 
membets and other sources 
Rrvrve and other funds 

13 

U 

y 3-5 

6 

20 

*•5 

1 

252 

96 

45 

503 

26 

470 ' 

123 

573 ■ 

,94 

'85 , 

• 1,351 

' 74 - . 

' t ,:'9 " - 
556 

Total 

6S 

548 

13.18 

40.53 

— 


1 i 
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‘ Includti tains Irom Provincial or Central Banks. 

















CHAPTER XVII 

FOREIGN EXCHANGE 


Foreign exchange denotes the value of the currency of a 
country in terms of the currency of another countrj'. This 
depends upon the commodity value of the two currencies 
inasmuch as in international trade the currency of the 
country cannot be accepted as such in a different countr3^ 
The payment from one cormtry to another can be made in 
any one of three waj^s. It may be bj^ exporting commodities 
in which the difficulties of barter come into operation. The 
debtor must be dealer in a commodity of which the foreign 
creditor is in need. Secondly, the payment may be made 
by exporting bullion or specie ; specie means coined metal 
used as metal. This is costly. The third method is bj^ 
the bill system 

Foreign Bills of Exchange. 

The principle of the bill system is the same as the hmidt 
system. Let us take two coimtries A and B, A exporting 
to B goods worth £ioo, and B exporting to A goods worth 
the same amount ; let us also suppose that the currency 
in B is pound sterling, and that in A is dollar, and that the 
relative value of the two coins as metals is £x = $ 5 - 

A $5 = ® 

Export Import 

^ 

Import /roo Export 

<— — — 

If there were no bill system, the importer in B null have to 
send specie to the exporter in A worth £ioo, and the 
importer in A will have to do the same to the exporter in B. 
Thus there wall be need of specie worth £200 plus the cost 
of transporting it from A to B and from B to A. is 
double cost of transportation, and the whole of the use of 
specie are obviated by the bUl system. Tlie exporter m A 
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draws bills on the importer in B the value of which is £ioo. 
This entitles the holder to receive £ioo in B. The exporter 
sells this bill in A for home currency, i.e. 500 dollars. The 
importer in A readily buys this bill for tlie sum and sends it 
on to his creditor, i.e. the exporter in B. He in his turn 
presents it to the importer in B upon whom the bill is drawn, 
and receives payment. Thus the importer in A pays the, 
exporter in A, and the importer in B pays the exporter in B. 
Thus no specie passes between A and B, and yet pa3mieht 
is ultimately made bjf the importer in B to the exporter in 
A, and by the importer in A to the exporter in B. . ' . ^ 

Fluctuations in Currency Values. 

It is apparent that the exports and imports of A and B 
maj' not be and, in actual life, are rarely the same. If they 
arc different, the rate of exchange will fluctuate. . In the 
a ove illustration let us suppose the follorving change in 
the amount of the foreign trade — 


A 

Export 

Import 


$5 = £t 
£^50 


£xoo 


Import 

Export 


i'l A will be greater than the demand 
moon. the price of bills in A %vill fall. This 

whjr-h ■ o are to be paid for a sterling bill, or 

In othlr thing, 5 dollars can bujr more of sterling. 

B dpnrr 'T cuH-oncj' of A appreciates, and that of 

r.ite of necessary. Tliis changes the 

but differenf^ ~ ?5 


A 

Export 

Import 


$5 ^ /i 
jfioo 
^150 


B 

Import 
Export , 


demand for *bUI^in'^ a * ^ balancers as above the 

A will be greater than their supply 
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in A. Therefore, their price increases, that is, more of 
dollars are to be paid for the same amount of sterling. 
In other words, the currency of A depreciates, and that 
of B appreciates in its relative value. This rvill bring 
about an opposite change in the rate of foreign exchange, 
£i being now equal to more than 5 dollars. Thus 
there are brought about the upward and downward move- 
ments in the rate. 

Specie Points. 

It would seem from the above that there is no limit to 
such fluctuations in the rate There are, however, rigid 
limits beyond which it can never move, and the scope for 
fluctuations is really very limited. It should be remembered 
that the bill system is used to save the cost of transporting 
specie. If, therefore, the rate of exchange is such that 
transporting specie is cheaper than selling orbujdng bills, 
that would be done and the bill dropped. If we assume 
that the cost of transporting specie worth £i between A 
and B is ^ a dollar, the rate cannot fluctuate beyond 
£i = §5 J and £i = $4^. If the rate is £i equal to more 
than 5I dollars the importer in A will find that in order to 
discharge his debt to the exporter in B he has to pay more 
than 5i dollars, whereas he can buy specie worth £i in A 
at §5 and can send it to B at J dollar, thus incurring a total 
cost of 5^ dollars. Therefore, he would refuse to pay more 
than si dollars for a bill worth £1. On the other hand, if 
the rate is £i equal to less than 4i dollars the exporter in A 
wll find that for eveiy £i that he parts ivitlj bj' drawing 
bills on B he gets less than 4i dollars, whereas if he brings 
specie from tlie importer in B he will have to pay | dollar 
for £i or $5, i.e. his net amotmt wll be $4|. Therefore, 
he would refuse to accept less than 4i dollars for a bill of £1. 

Thus the points which fix the movement of the rate of 
exchange are the relative value of _ the two coins_^«_-the 

cost of transpprting_specie jand_ the ,same «it«us The, cost. 

These are called specie ppints.. The point at whidx specie 
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to {low frtil <){ Hu; Co\'.n(ry Is calioti Use ^ ,,^^5. 
mul that at which it lends to flow into 
the imporl poini. Wien the rate is exactly at ‘ . jj- ' 
VTilue. of the two coins the biU is said to be at „ jj. 
is alwvc par the bill is said to be at pramu’^^- . . 

below par the bill is said to t>r: at diSCOtaiL 

It sbonhl be noted that the sale and purchase , 

is not done by the exporters and the 
from one another. Iltc exporters sell their bn s ^ V, , jjs- . 
and the. importers buy from there. Thus the lan ' , 

count the exporters' bills, and ag.'unst thc.se sell » ^ ^ , 

importers. Tltc bank is thus a great hnh between > 

great parties in e.xcbangc. 

Relative Indebtedness. 

For the. sake of convenience we have so long been 
ing only of exports and imports. Besides these there 
other factors as well which affect the rate. In fact,^ u 
ever foreign transaction makes a country send a renut ^ - 

increases its demand for foreign bills and, therefore, 
its owTi currency depreciated, and that of the foreign coun ry 
appreciated. On the contrary', whatever foreign 
action makes a country receive a remittance from abroa 
increases its supply of bills and, therefore, makes its oun 
currency appreciated, and that of the foreign coutitr) 
depredated. Thu-s each of those factors that affect the 
equation of indebtedness has its effect in fixing the rate q 
exchange within the limits fixed by the two specie points. 

■ 'fhe factors which affect the rate of foreign exchange have 
been thus classified in the ease of London, w-liich draws few 
bills, but upon which bills arc drawn by other countries^ 
I. Trade Influences. (1) Imports' to the United King- 
dom cause bills to be drawn upon London, and e.xports 
of the country create in other countries demand for bills 
on London. ( 2 ) For the trade wliich is carried in Britisli 
, ships payment has to be made to ilicir owners as also for 
. ' G, Clare, r/ic A.V.C of Foreign Exchange. Chapter xnl. 
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other services by way of commission agents, brokers, etc. 
All this creates demand for bills on London. 

II. Stock Exchange Influences, (i) Securities sold in 
London, by a foreigner or bought abroad by a Londoner 
mean payment from London to other countries, and there- 
fore lead to the supply of bills on London. On the contrary, 
securities bought in London by a foreigner or sold abroad 
by a Londoner mean payment by foreigners to London, 
and therefore create demand for bills on London. (2) Loans 
granted by the United Kingdom to other countries lead to 
bills on London by selling which the borrower receives the 
loans. If the United Kingdom borrows money from others 
it is transferred to London by purchase of bills on London. 
(3) When the interest of the loan is to be paid it creates 
supply of bills on London when the United Kingdom is to 
pay it, and demand for them when the United Kingdom 
is to receive the interest. (4) Similarly, when capital is 
invested abroad by the United Kingdom it is done bj^ 
creating supply of bills on London, and when the dividend 
is to be paid to London it creates demand for bills on 
London. 

III. Banking Influences, (i) When credit is given by 
a London house to a foreigner the latter draws bills on 
London while at the time of closing the credit or, if it is 
continued, at the time of covering, the foreigner buys bills 
on London. (2) Arbitrage operations also affect the rate 
of exchange. These are also called triangular exchanges 
when they affect more than two countries. The difference 
in the rates of exchange in different places occasions arbi- 
trage transactions. If, for instance, bills on demand on 
Paris can be bought in London at 25-32, and bills on London 
can be bought in Paris at 25-25, it will be profitable for a 
Paris banker to bu3'’ the latter and to obtain in exchange 
bills on Paris. ^ For every ^i.ooo on London which he 

' As Ihc object is to illustrate the principle only, the rates are 
taken as they used to be in pre-war days. Now the franc is depre- 
ciated by several hundred per cent. 
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buys he has to pay 25,250 francs, while the 

in London enables him to buy 25,320 rancs 

Therefore, he receives 70 francs more th^ a third 

transactions become more complicated 

place is remitted from one of the two p aces. > 

instance, the Paris banker, instead of obtaining ^ 

Paris in London in exchange for the bill on - 

mitted by him, gets from London a bill on s _ 
there would be triangular exchange. In this way exc ^ 
of many countries may be involved. In sue cas 
risk increases. For, before the Amsterdam b re 
the Paris banker the rate between Paris and Ams 
may move to his disadvantage. In the case of long 
i.e. bills maturing after a definite period of time, ^ 
of discount in the two countries concerned must be 
into account. The margin of profit in arbitrage 
actions is reduced by the competition among the ea ^ 
The net result is that the rates of exchange in all impor an 
centres closely correspond to one another. 


Demand and Supply of Bills. 

It will be seen from the above study of the factors whip 
affect the foreign exchange that the greater the suppl; 
of bills on a country the more is the exchange against 1 
i.e. the greater is the depreciation of its currency in term 
of the foreign currencies, and that the greater the demam 
for bills on it the more is the exchange in favour of it, i-G- 
greater the appreciation of its currency. On the other hand, ' 
if a country draws bills on other countries, then the greater 
the supply of bills the greater is the exchange in its favour, 
and the greater the appreciation of its currency, while the 
■greater tlie demand for foreign bills the greater is the 
exchange against it, and the greater the depreciation of 
its currency in terms of foreign currencies. 

Determination of Indian Rate. 

India draws foreign bills, and therefore the factors that 
affect the rate in India are ; (a) Those that create the supply 


FOREIGN exchange 


233 


of foreign bills in India, viz.~(i) exports, {2) loans raised 
abroad, (3) remittances to home by Indian emigrants from 
outside India, 'and (4) remittances to persons or bodies in 
India from outside, e.g. the foreign travellers, the various 
Christian missionary societies, etc. [b) Those that create 
demand for foreign bills in In^a, viz. — (i) imports, (2) 
imports of the precious metals, (3) purchase of foreign 
securities by Indians, (4) remittance to Indian travellers 
and students abroad, (5) remittances to home by the for- 
eigners residing in India, (6) services rendered by foreigners 
to India, e.g. shipping and insurance companies, exchange 
banks, etc., (7) payment of interest on foreign loans, and 
(8) Home charges of the Government of India. 

The Par of Exchange. 

In the above discussion we have tacitly assumed that 
the par of exchange remains unaltered. This will be so 
only when two countries have coins of the same metal, and 
the mint law about the metallic contents of the coins of 
the two countries remains the same. In the above illus- 
tration, if the metallic content of the dollar is changed, 
the par of exchange will at once change. If the two 
countries have coins of two different metals, say, one gold 
and the other silver, the par of exchange will change with 
every alteration in the relative value of gold and silver in 
the world market. If the currency of one of the countries 
consists only of inconvertible paper money, the par of 
exchange will change according to the facility with which 
the metal coined in the other coimtry can be bought or 
sold in this country. This depends upon the extent of 
depreciation of the paper money in terms of the metal. 

It is evident now that the par of exchange changes 
frequently in the last two cases, and in the first case only 
when the metallic content of the coin is altered. This ■will 
affect the rate of exchange since it depends upon the par 
phis and minus the cost of transporting specie. Another 
factor which affects the rate is a change in the cost of 
i 5 — (6059! 



234 economic principles for INDIAN READERS' . ■ 

transporting specie. Except over a long time or aftei.a 
crisis, like that of the Great War, tliis change is , not of 
great importance, because it is rarely sudden! ' . . 

Correcting the Exchanges. : 

\yiien the exchange rate is against a country this means; 
obligations to other countries are greater than 
other countries to it. In such circumstances the 
o correcting the exchanges are — (i) to increase' 
fr^ thereby increase the obligations due to it: 

retlnrr ^“'rntries ; (2) to diminish imports in order to 
cun-prir-^ t t. to other countries ; {3) to reform the 

currencv ^ ‘^ounti^’' if it is depreciated, for a depreciated 
when Payment in home currency heavier even 

the same ®^bons in terms of foreign currencies remain 
rate wall ^®te of interest, for a higher 

pa™"?. 'Vho «e o„ the ot ' 

is pot urgont 'f' ips foreign payments 
While foreienerc the remittance, 

country are temnt j* x P^ITnents to receive from the 
This also tends tn ^ tlieir dues in that countr3'. 

rate. As the to earn this higher 

interest, a higher rat^ closely follows the rate of 
creates lower prices "’nney dearer and, therefore, 

encouraged and prices exports are 

P^rts discouraged. 



CHAPTER XVIII 


THE INDIAN CURRENCY AND EXCHANGE 

We have postponed the study of the Indian currency to 
this stage because it is vitally related to the Indian ex- 
change, and therefore the study of foreign exchange is 
preliminary to its study. 

The Gold Exchange Standard. 

The Indian currency system is the gold exchange stand- 
ard. ^ The system was first developed in India towards the 
beginning of the present century, and has since been adopted 
in many other countries. In a modified form, what is 
called the gold bullion standard,^ it has now been adopted 
in many of the European countries. 

A short histoiyr of the system in India ivill make it easy to 
xmderstand. In 1835 the rupee was made the only full 
legal tender. The rate of exchange was about as., and 
depended upon the relative value of gold and silver as 
metals. Up to 1893 it was a free coin. But orving to 
the discoveiy of silver mines in the middle of the last 
century, especially in California, there began a continued 
depreciation of silver dining the second half of the nine- 
teenth century. As a result the rupee could not be con- 
sidered as equivalent to 2s. Silver depreciation brought 
about violent fall in the rate of exchange as quoted in 
terms of sterling. This introduced great uncertainty in all 
foreign transactions, since the rupee equivalent of payments 
to be made or received kept on changing. This also intro- 
duced an undesirable element of speculation in all normal 
transactions of trade and commerce. A general desire for 
stabilizing the external value of the rupee was manifest. 
The proposals for international bimetallism failed at the 
monetary conferences of 1878, 1881, and 1892. In the 
1 Vide ante, Part HI, Chapter xni. 
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meantime, one after another, tlie more igc !- 

of the world — Germany, Japan, France, the pi ^ ^ 

— demonetized silver and adopted gold. ™ 

the demand for gold, reduced that for silver, 
the supply of the latter by demonetization. 
depreciated further. India was a debtor comitty, 
had to meet large obligations in tlie United ^ Rg ^ 
Everjf fall in the value of the rupee meant a rise 
of the sterling obligations to be met abroad. By i 93 


rupee had fallen to less than is. _ 

In order to prevent this difficulty India had two ^ 
tives, viz., to adopt gold in currency or othenvise to sta 
the rate of exchange. The former was found to c 
costly and also unsuitable for the value of the int^ 
exchange transactions. Thus the problem was how to eep 
the rupee as the internal currency, and at the same tun® 
to have a steady exchange rate ndth gold-using coun^es, 
that is, the countries with which the major portion of India s 
foreign trade was carried on. To secure this it was neces- 
sary to bring about a divorce between the money vain® an 
commodity value of silver, so that the continued fall in the 
latter may not affect the former. This could be done b} 
making the rupee a token coin. In order to achieve this 
end either of two methods might be adopted. The face 
value of the rupee might be kept as it then was, i.e. less than 
IS., and its metallic content reduced ; or the metallic 
content might be kept as it \vas. and its face value raised. 
As the rupee was circulating for a long time as a coin of a 
certain definite weight and fineness^ and was being used 
for other than currency purposes, e.g. by goldsmiths, etc., 
it was rightly considered prudent to resort to the second 
alternative.^ Thus the metallic content was left intact, 
and its face value was fixed at is. 4 d. Making the rupee 
a token coin necessarily meant stopping, its free coinage. 
This made the coin absolutely safe so long as the price ol 


1 On the recommendation of the Indian Currency Committei 
of 1S92. 



silver was falling or remained steady. But it is apparent 
that if there were a rise in the price of silver, the rupee coin 
would be threatened because the price of its metallic content 
might rise up to and exceed its face value, when it would he 
profitable to melt it. ' . 

The Government did not try to maintain the new rate 
and so it became more or less ineffective, the actual rate 
reaching is. 4d. only in 1898. Next year, rvith the ultimate 
object of introducing gold currency, the sovereign and the 
half-sovereign were made full legal tenders, along with 
the rupee at the fixed rates of is. 4d. to the rupee. At the 
same time machinery was set up to maintain the rate of 
exchange between the rupee and the sovereign. 

We have seen that the rate of exchange depends upon 
various factors in the foreign transactions of a country, 
which may entitle it to receive pa5nnent from abroad 
(favourable balance) or oblige it to make payments to other 
countries (unfavourable balance). Thus the rate depends 
upon the supply and demand of foreign bills, which ulti- 
mately depend upon the balance of indebtedness. There- 
fore, merely fixing by law the rate of exchange between the 
rupee and the pound sterling by the Government would 
not establish it as the market rate. In order to do so either 
or both of two systems might be introduced. The Govern- 
ment might tmdertake to convert sovereigns into rupees 
and rupees into sovereigns. The Government undertook 
the former but not the latter. The danger thus was that 
for purposes of foreign trade gold might not be available 
in India even when the rate had moved to the specie point. 
A similar difficulty in regard to gold import was less likely, 
as gold coiild be had from the currency of other cormtries 
and converted in India into rupees. It should be noted 
that the occasions for exporting gold from India are few, 
as India normally has a favourable balance of trade. But 
a failure of the harvest may suddenly reduce exports and, 
therefore, the supply of foreign biUs. This would lower 
the rate of exchange. 
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Council Bills and Reverse Councils. 

The machinery whidi the Government set up for maintain- 
ing the rate of exchange was the system of selling Council 
Bills and Reverse Council Bills. Council Bills are rupee, 
drafts drawn by the Secretarj' of State for India in London 
upon the Government of India, and soldin London. Reverse 
Councils are sterling drafts drawn by the latter in India 
upon the fonner, and sold in India. Wien there is an 
excess of exports over imports the supply of sterh'ng bills 
becomes greater than their demand. This raises the rate 
beyond is. 4d. The Sccrctaiy of State offers to sell rupee 
drafts at is. 4d. plus the cost of transporting gold from 
England to India. Thus the Indian exporter will refuse 
to sell his sterling drafts at any price beyond is. 4d. plus 
the cost of transporting specie, inasmuch as he can, tlirough 
Council Bills, get the remittance from England. Thus the 
sale of Council Bills effectively restricts the upward move- 
ment of the rate to is. 4d, plus the cost of transporting 
specie. On the otlier hand, when there is an excess of 
imports over exports, the demand for sterling bills becomes - 
greater tlian their suppty. Therefore, the price of the' bills 
rises, i.e. R,i can now buy less of sterling. This lowers the. 
rate below is. 4d. Tlie Government of India offers to sell 
sterling drafts at is. 4d. minus the cost of transporting 
specie. Thus the Indian importer "will refuse to buy his 
sterling drafts at any price below is. 4d. minus the cost of 
transporting specie, and make his remittance uith Reverse 
Council Bills. Thus the sale of these bills effectively 
prevents the downward movement of the rate to go beyond 
IS. 4d. minus the cost of transporting specie. This is tlie 
machinery which the Government set up in 1899. 

But for the Government to be able to draw such bills, 
particularly upon the Secretary of State, who has no inde- 
pendent source of income, it is essential to have a resen'e 
of cash to meet such bills. Tlie profits of rupee coinage — 
now a token coin — ivere earmarked for this reserve, which . 
is called the Gold Standard Reserve. 
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In 1900-01 the Government introduced a large amount of 
gold sovereigns and half-sovereigns into circulation as a 
step towards having a gold currency in India. But by 
the end of 1901 it was found that all the gold coins had 
disappeared from circulation either by being returned to 
the Government or by being transported beyond the borders. 
From this the Government concluded that India did not 
want the circulation of gold coins. Its critics, however, 
point out that the Government made the mistake of trying 
to put gold into circulation at a time when India had just 
passed through an acute famine (1899-1900) which affected 
practically the whole of Northern India, and which, there- 
fore, reduced the value and extent of exchange transactions 
in general. Hitherto India was having a prospective gold 
currenc5^ From now India definitely gave up the idea of 
having a gold circulation, and thus adopted the Gold 
Exchange Standard. However, the Currency Commission 
of 1912 approved of the system, although it suggested gold 
coinage in India if the people wanted it. Before the 
recommendations of the Commission could be given effect 
to the European War had broken out. 

A Rise in the Price of Silver. 

As the War progressed the sterling price of silver went on 
rising. In 1914 it was about 26d. per ounce. ^^Tien the 
price is 43d. the rupee loses its token character. Thus if 
the price goes above 43d. the rupee coin can be profitably 
melted. Also so long the sterling was the same as gold, 
but now it became an inconvertible paper depreciated in 
terms of gold. By Januar}', 1917, the sterling price of silver 
had gone beyond 43d., and the rupee coins in circulation — 
about R.300 crores — had to be protected by raising the 
rate to is. 4Jd. In 1920 the price went up to about god. 
and the rate to 2s. lod. The sterling price of sUver was 
affected by two factors, viz. — (i) Tlie depreciation of sterling. 
At one time it was 3-23 dollars, the normal pre-%var par 
being 4*86 dollars. Every fall in sterling meant a rise in 
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the sterling price of silver even when its gold price remained 
the same. (2) But the gold price of silver did not remain 
the same. Tlie demand increased because of the depiction 
of gold in the currency of the European countries which 
tried to make up for it by using more silver coins. The 
supply diminished because of the signs of exhaustion in 
the Canadian mines, and because of the disorganization 
of silver production in Mexico and BolKda as a result of the 
political turmoils. Further, tlic supply of gold in the 
United States increased because of gold having been 
exported there from Europe to pay for the war materials 
which America had sold to the belligerent powers. Thus 
gold prices rose in America, and as America is the most 
important silver-producing country, the gold price of silver 
rose as a result of this accumulation of gold. 

In order to maintain the rate which was fixed in 1920 
at 2s. gold I the Government sold Reverse Council Bills at 
2s. plus the extent of sterling depreciation in terms of gold. 
The Secretary of State found it difficult to meet these bills, 
as his fluid assets in the gold standard reserve had been 
• very much reduced. As soon as the sterling price of silver 
fell below 5od. and the threat of melting the rupee coin 
removed, the Government declared itself unable to maintain 
the rate of 2s. gold, and stopped all exchange transactions 
to keep up the official rate. Since then the rate has been 
drifting about, and the gold exchange standard must be 
said to have broken do%vn. Since 1924, however, the 
Government has been trying to keep a fixed rate near about 
IS, fid. by selling Council Bills whenever the rate tends to 
go above the rate, and selling gold or Reverse Council Bills 
whenever the rate tends to fall below is. fid. The report 
of the Currency Commission of 1925 has been published, 
but no steps have yet been taken {December, 1926}. The 
important change which it suggests is to have gold bullion 
standard “ in the place of the gold exchange standard. This 

» lecimmendation of the Currency Committee of rgig. 

* Vide ante, Dart HI, Chapter xiii. . 
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makes little difference in the principle of the system. There 
is, however, a great controversy over the rate as to whether 
it should be is. 6d., tlie rate maintained by the Government 
since 1924, or is. 4d., the rate which obtained from 1899 
to 1914.^ 

Effects of the Rise and Fall of the Indian Exchange. 

From the point of view of this book we have little to do 
with tlie exact rate to be fixed. We shoxjld rather study 
the effects of a rise or fall in the rate upon the trade and 
production of the country. From this point of view the 
effects may be divided into temporary and permanent. 
Temporary effects are those which affect trade and pro- 
duction before the internal prices adjust themselves to a 
change in the rate of exchange. Permanent effects are 
those which operate only after there has been this adjust- 
ment. In India the rate of foreign exchange is quoted in 
terms of sterling, i.e. the foreign currency. Thus if there 
is a rise in the rate it means that the home currency has 
appreciated. This has adverse effects upon the exporter, 
for he finds that he has to surrender more of the foreign 
currency of the country in terms of which he has sold his 
goods than he used to do at the old rate. Thus the amount 
of rupees for the same price at the foreign currency becomes 
less. Getting less than before he can offer less to those 
from whom he buys. Therefore, the demand price of the 
commodity, which is offered to its producers, falls. Thus 
a rise in the rate first affects the export trade, and then 
necessarily the production of the goods which are subject 
to the export trade of the country. On the other hand, the 
rise in the rate helps the importer. He finds that in order 
to pay for the same price at the foreign currency he has to 
give less in rupees. This leads to an increase in imports. 

These are the temporary effects. If the process con- 
tinues sufficiently long there are interactions upon exports 

* The Bill accepting the is. 6d. rate -was passed by the Legislative 
Assembly in March, 1927. 
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and imports and, through them by a sympathetic operation 
on prices, upon most other commodities. If the rate goes 
up the increase in imports reduces the prices of all imported 
goods, as also of those which may be used as substitutes 
for them. Thus a fall in the price of fine cotton piece goods 
affects that of coarse ones, a fall in the price of imported 
sugar brings down that of home made sugar and gar,. 
Further, this fall in the prices of so many articles will lead 
to a sympathetic fall in the prices of other articles, which 
are not directly subject of foreign trade. Such a widespread 
fall in prices will reduce the cost of producing the exported 
articles. Every fall here will neutralize the effect of a 
rise in the rate upon their export. On the other hand, a 
fall in the prices of the imported articles will neutralize 
those of exports, leaving the two in the same position as 
before the rise in the rate of exchange. The effects of a 
fall in the rate will be exactly opposite of the above. 

Different interests will be affected differently, but ultim- 
ately the efiects must be as stated above. Thus in the 
long run, that is, when sufficient time has been allowed for 
the internal prices to adjust themselves to the variation 
in the rate of exchange, the latter has little effect upon the 
trade and production of the country. Thus the disturbing 
effect is due not to the rise or fall in the rate of exchange, 
but to the rising or falling rate. 

It is evident that the gold exchange standard depends 
for its maintenance upon the Government, and is, therefore, 
a managed system. From this the conclusion is too hastily 
drawn that it is therefore not automatic in its operation. 
It is no doubt managed by the Government, but it may 
nevertheless be automatic. The essential feature of ah 
automatic currency is that its amoimt should vary according 
to the needs of the country. If, for example, there is an 
adverse balance of trade it shows that the country is a 
good market to sell in and a bad one to buy from. ■ The 
. . reverse process is at once started by the efflux of specie to 
meet the adverse balance when the reduction in. the home 
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currency increases its value and lowers prices, thus making 
the country a better market for buying, and a worse one 
for selling. If this be considered as the fundamental feature 
of an automatic as opposed to a managed currency, then 
the gold exchange standard may be automatic, even if it 
be managed by the Government. Let us suppose that India 
and England have gold currency, and that imports to India 
from England are greater than exports. Now gold will 
flow from India to England, srvell its currency, and push up 
English prices, while the contrarj' will be the case in India. 
The remedy will thus be found by cheapening Indian 
products in England, and making English products dearer 
in Indian currency. Therefore, Indian e.xports to England 
will increase, and English exports to India will diminish, 
and the balance of trade -will be restored. 

Now let us see what will be the case when India has the 
gold exchange standard. To make payments to the 
English creditors Indian debtors will try to buy bills on 
London. But as the amoimt of these represents the amount 
of English debt to India, it will be less than the Indian debt 
to England, because there is, as has been supposed, an 
adverse balance against India. So, sterling wiU rise in 
terms of the rupee, and as gold is not circulating in India 
the fall in tlie rate of exchange will tend to be indefinite, 
limited by the facility of buying gold as a commodity in 
India. But here the Government will intervene, and sell 
Reverse Council Bills at the oflicial rate minus the cost 
of transporting specie. This wll at once check the fail 
in exchange by neutralizing the excess demand over the 
supply of sterling bills in India. By this sale the Govern- 
ment \vill realize in rupees the amount of sterling. This 
must be rigidly kept out of circulation as a part of the home 
resen^e for maintaining the rate. Therefore, the amoimt of 
Indian currency being reduced will rise in value, and bring 
about a fall in prices. This is exactly the process which 
w'e want to have in operation in the case of an excess of 
Indian imports over e.xports, and this is e.xactly what the 
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gold currency accomplislies. It is in tliis way alone that 
the home currency responds to the stimulus of trade, and 
this is what we mean to have when we say that the currency 
should be automatic. Thus it will be seen that a managed 
and an automatic currency are not two mutually exclusive 
conceptions, but that the two principles can be combined 
in the Gold Exchange Standard. 

The point to be noted is that the Indian currency, locked 
up by a sale of Reverse Coimdl Bills, must never be liber- 
ated except to mature Council Bills sold by the Secretary 
of State to maintain the rate of exchange at par. Unfor- 
tunately this has not happened in India. The currency 
increases when Cormcil Bills are presented to the Govern- 
ment of India, but when Reverse Council BUIS are sold the 
proceeds are not locked up but utilized by the Government, 
and thus come again into circulation. In this way inflation 
of the currency has gone on for years. Another defect has 
been the investment of the gold standard reserve by the 
Secretary of State in spite of the vigorous protests of the 
Government of India. This has increased the reserve, but 
has locked more than £50 millions in securities which have 
now very much depreciated. But none of these defects is 
inherent in the gold exchange standard, and none of these 
can be taken as defect of the system itself. 



PART IV 
DISTRIBUTION 


CHAPTER XIX 

THE PROBLEM AND RENT 

The problem of distribution arises, as we have seen, ^ when 
the system of production emerges from production by the 
individual to that by the group. With group production 
the producers bring together various grades of labour, as 
also the other factors of production. The total product 
of a country is the result of the four agents of production, 
and when the national dividend or income is ready it is 
divided or distributed among those who provide the agents. 
Thus distribution concerns the national dividend. This 
national dividend consists of all the goods and seivnccs 
produced during the period of time which is taken for 
consideration, say one year. The money represents only 
the real income calculated in terms of commodities and 
services. The money income is conveniently calculated 
over a limited period, say, one year, but in the case of goods 
and services there cannot be such division, for the process 
of production and consumption, and therefore of distribu- 
tion cannot be so definitely separated in life. We should 
rather conceive of production as a flow out of which con- 
sumption is continuously going on through the process of 
distribution, and which by the very process of consumption 
and its reaction on productive efficiency is swollen into a 
bigger flow. But taking any one particular economic 
process we can trace two stages, one the process of produc- 
tion, and the other that of consumption. Between these 
two must come the process of distribution. From this 
point of view distribution has an aspect of conflict which 
Vide ante. Part I, Chapter ii. 
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prodnclioji or consun^ption docf. rdui'.v.* A{i<'r (ItP 
process of )>rocl»ctif)u is complete tite ouipot or its money 
valnc is to be distriliulcd amoni^ the various factorii oi 
production, and here the total tiaving been fixed, the 
greater the share of one factor the less must remain for 
the others. The. real conflict is actually seen hetwi en the 
capitalist and the organizer on the one hand, and the 
workers on tin; other. Tliis element of conflict complicates 
the study of distribution, csju-dally in the application of 
the laws evolved hy llie science of economics. 

The Problem of DistribuHon. 

Thus the problem of distribution is to find out the tirin- 
ciples according to wlucti the total output calculated in 
Icnns of read or money income, which i.s the result of the 
joint effort of land, labour, capital, and organization, is 
dhided among these as the reward of their sendees towards 
producing that output. The income of these factors is 
called respectively rent, wages, interest, and profit, ft 
should be noted that in life a man may contribute towards 
production in more than one capacitj', e.g. as an owner of 
land and capital. Then his share of the national dividend 
must be said to consist of rent and interest. In other word,s, 
the above classification refers to the functions in production 
and not to individuals. \Vc shall now deal with each of the 
subdivisions of distribution. 

Rent. 

We know that the value of land depends upon it.s natund 
suitability for purposes of production, permanent improve- 
ments made on it in the past, and its situation in reference 
to the market . - This assumes that the jiroduct of different 
lands .worked with the same quantity of other factors differs 
as a result of the first two causes, and the supply pricc'of 
their product in the market differs further as a result of a 
difference in the situation. If two contiguous lands be 

‘ Vide niite. Part II, Chapter vil. 

• PWe nnlr. Part II, Chapter IV. 
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cultivated with an equal amount of labour, capital, and 
organiration their products differ. Thus a differential 
suqjlus is created although the stimulus of productive 
factors is the same. Again, if the same land is cultivated 
with increasing units of other productive factors the law 
of diminishing return ultimately operates, and although 
the stimulus is (he same the result for different units is 
different, the marginal output just covering the cost of 
prod\mtion and the previous units producing more than 
that. As the cost of each unit of productive power is the 
same, the preenous units before the marginal one must be 
yielding a surplus. Thus in the same land a differential 
surplus is created. Tire former is in extensive and the 
latter in intensive cultivation. This differential surplus 
is called rent. 

Definition of Rent. Rent may therefore be defined 
thus — Rent is the differential surplus in tlie output of a 
land over the cost of production calculated in terms of the 
margin of productio^r^ Tius margin is, in, extensive culti- 
vation, the land on the margin of cultivation, that is, the 
land the price of the output of which just covers the cost 
of production. In intensive cultivation the margin is the 
point at which a unit of productive factors yields an output 
the price of which just covers the cost of production. If 
on three qualities of land, A, B, and C. an equal amount of 
labour, capital, and organization, worth, say, R.50 be used, 
and if the output be worth respectively R.ioo, R.75, and 
R.50, then C is the land on the margin of cultivation, and 
the rent of A is R.50 (R.100-R.50), and that of B R.25 
(R.75-R.50). This is in extensive cultivation. In intensive 
cultivation the land is the same, but varying units of pro- 
ductive factors are used. If on a land such varydng units 
of labour, capital, and organization, each imit wortli, say^ 
R,5 o be used and if, under the operation of tlie law of 
diminishing return, the price of the output of the first unit 
be R.IOO, that of the second R.75, and that of the 
third R.50, then the third unit represents the margin of 
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cultiv'ation, and tlia rent o{ that land jr- R,75' 
(R.100-K.50) on account of the first unit, and R-25 
(R,75-K.5 o) on account of the «<.-cond. 

Causks ot- ExisrEN'CK or Ukxt. Tiic. inve-stigation into 
the cause u-Jiy rent arises has led lo various SjKfculation, 
At one time it was supposed that it was due to the difference 
in the qualities of land. This is obvious in e.^densivc 
cultivation, but clocii not apjdy lo intensive cultivation. 
The real cau.se of rent i.s .scarcity of land. Because land 
is scarce, therefore, with the prc.ssurc of {lopulalion, a- 
continuously increasing output is siiught to tv; raised from 
the fixed quantity of land with the help of a contimiousU' 
increased amount of the other factors of production- Wltcn 
one factor is thus kept constant the law of diminishing 
return ultimately operates. This soon creates a margin of 
production bc3‘ond which the other productive units 
cannot be profitably used on the same land, and forces the 
producer to take to inferior land where the same process 
starts. Thus the differential surplus is created not only 
between different lands but in the same land as well. If 
land were not limited in quantity'' the law of dimini.shing 
return would not operate, and if this law did not operate 
tlie producer would not be forced to go to an inferior land. 
Thus we find that the ultimate cause of rent is tlic limitation 
of the suppl}' of land, and that its immediate cause is the 
law of diminishing return. 

Factoks ArrEcrixG Rent. From the above it is clear 
Uiat rent increases with an incre.asc in the output, and with 
a decrease in the cost of production, provided that the price 
at which the output is sold remains the same. Or, we may 
saj’ that rent increases directly as the price and inversclj'’ 
as tlie cost. Rent, therefore, will be affected by all the 
factors which affect the price or the cost. These may be 
classified thus — 

I. Improved Methods of Produclio/i. These lead to a 
reduction in the cost of production, or, which is the same 
thing, with the same cost there is an increase in the output. 



THE PROBLEM AND RENT 


249 


Such improvements, when applied over a small area, would 
not materially increase the total supply of the market, 
and therefore would not affect the price. Therefore, the 
increased output would fetch a higher total price and, the 
cost remaining the same, would increase rent. If, on the 
other hand, the improved methods are applied over very 
mde areas the increase in the output would be very large, 
and therefore affect the price in the market. Thus two 
opposing forces would now come into operation. On the 
one hand, there would be an increase in the total output, 
thereby tending to increase the total income and, therefore, 
rent. On the other hand, there would be a fall in the price, 
thereby tending to reduce the total income and, therefore, 
rent. The actual effect upon rent would depend upon the 
net result of the operation of the two opposing forces. Thus 
when improved methods are applied over a wide area, rent 
tends to be lower than when they are applied over a small 
area, since in the former case an opposite force comes into 
operation, whereas in the latter case there is no such force. 

2. Improved Means of Transporiaiion. These lead to a 
reduction in the cost of transportation and, therefore, in 
the cost of production of the output in the market. This 
tends to increase rent on the one hand, and to reduce price 
on the other. Here also two opposite forces come into 
operation, and the net effect on rent depends upon the 
intensity of the two opposing forces. 

3. Increase in Popidaiion. The direct result of this is 
to create greater demand for commodities and, therefore, 
higher prices. As such rent rises. But the increased 
population not only consumes but also produces. As 
producers the effect of their number is to increase the out- 
put and, therefore, reduce prices. This lowers rent. Thus 
the opposing forces are increased demand and increased 
supply. Here, on the whole, rent increases, since all persons 
are consumers, whereas all arc not producers, some being 
consumers only, and some others producing in a different 
way, e.g. services, etc., \vithout the help of much land. 

17— (605!)) 
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Rent and Cost of Production. In the foregoing 
paragraphs we have seen that rent depends upon price; 
We should also know that rent does not normally determine 
price. The price in the market is fixed in the long run by 
the marginal cost of production ivithin the limit fixed by 
demand. This cost does not include rent, rent being. what 
surplus is left over this cost. Thus we see that rent does 
not determine price, but is determined by it. This is what 
is meant by the sayings, “ rent does not enter into the 
cost of production,” “ rent is not an element of price but 
its effect." and " Corn is not high because rent is paid, but 
rent is paid because com is high.” (Ricardo.) 

There are, however, certain circumstances in which rent 
does determine the price, (i) If the owners of land combine 
together and have monopoly of all available lands, they can 
force even the worst land to pay rent, which the producer 
will have to include in his cost of production or supply 
price. (2) If a land is already paying some rent, say, in 
producing wheat, then in order to divert it for the produc- 
tion of another article, say, cotton, the producer will have 
to pay at least the rent \yhich it was fetching in the former 
use. {3) If fresh sources of land are now available which 
would reduce rent when employed for purposes of produc- 
tion, and if by some circumstances these are kept out of 
production, then rent as differential siuplus would remain as 
before, although it should have fallen. In this case, also, we 
may say that a higher rent and a higher price are maintained 
which would not have been maintained but for these special 
circumstances which keep out the fresh sources of land. 

Although the above considerations of rent have been 
illustrated by agricultural lands, it should be borne in mind 
that the principles apply equally to other lands as well, 
building land, forest, fishery, mines, etc. 

Land Tenures. 

In India land tenure is mainly of two ■ kinds. The 
zamindari system is that in which the ryot or cultivator- 
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holds land from a superior landlord to whom he pays rent. 
A variation of this system is where the zamindar, instead 
of being one man, is a family or a whole body of villagers, 
the management being in the hands of a headman called 
the malgitzar or faiwar. He is really the person responsible 
for the payment of land revenue to the State. The second 
kind of land tenure is the ryotwari S3rstem, in which the 
cultivator holds land directly from the State. It is worthy 
of note that in India the State is considered to be the 
ultimate owner of all lands, and private property in land 
is alwa5rs subject to the demands — ^land revenue — charged 
by the State. Such demands are again of two kinds, viz., 
permanent and temporary settlements. The permanent 
settlement dates from 1793, and obtains in Bengal and parts 
of Assam, Madras, the United Provinces, and Biliar and 
Orissa. The rest of India has temporary settlement. 
Under the permanent settlement the land revenue is per- 
manently fixed in amount, and the revenue in rupees 
remains the same. In temporary settlement the amount 
of the revenue is fixed for a term of years, 20, 25, or 30, and 
is increased or decreased on a change in the vedue of the 
products of the land. 

The advantages of the permanent settlement are — (i) 
The demand of the State upon the income from land is 
definitely fixed in amount. Therefore, there is certainty 
that whatever extra income can be got by improvements 
will remain rvith the orvner of the land. (2) This tends to 
stimulate agricultural improvements and introduction of 
new systems and methods calculated to develop the powers 
of the soil to their utmost capacity. (3) A prosperous 
landovming class is likely to develop a prosperous tenantry, 
for having a fixed demand by tlie State the orvners are likely 
to limit their demand from the cultivators. (4) The extra 
amount which is left udth tire people can support a larger 
population at the old standard of living or the same popu- 
lation at a higher standard. This leaves greater margin 
between comparative comfort and distress which tend 
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to come into being as a result of the Malthusian law of 
population. 

The disadvantages of the permanent settlement are — 
(i) The tenantry is squeezed by the landlords, especially 
as their number has increased through generations and, 
therefore, the share of each at the old rate becomes small. 
To stop this, various tenancy laws have been passed in aU 
the areas where the zamindari system prevails, and this 
started with the permanently settled areas. {2) In spite 
of legal prohibition, illegal exactions from the tenants 
continue. So long as they have little rights on the lands 
which they cultivate, this is bmmd to continue. (3) 
Government revenue from land becomes permanent^ 
fixed in rupees. But as the expenditure of the Government 
increases other taxes are levied. Thus the producers pay 
an ever increasing tax, while those who live on the income 
from land pay a decreasing proportion to the Government. 
(4) The number of middlemen tenure holders between the 
original landlord and the actual cultivator has increased 
very much. They enjoy the income from land, but do not 
contribute anjdhing towards the development of agriculture. 

It seems that on tlie whole the disadvantages of the 
permanent settlement in India have been greater than the 
advantages. Therefore, the maintenance of the temporary 
settlement is beneficial to the country. Here the rent is 
fixed for about a generation, and the land revenue is deter- 
mined on the average value of land during the prerdous 
period. Also the result of improvements is specificalty 
left out in fixing the land revenue. In 1902 the Government 
of India laid down the principle of settlement. For ryoi- 
U'ari lands the revenue shall never be more tlian 50 per cent 
of the net rental. Tliis leaves a wade margin from econ- 
omic rent to the cultivator, and the period is sufficientiy 
long to make improvements and enjoy the fruits thereof. 
Moreover, no cultivator can be deprived of his, tenure 
e.xccpt on default in paying the land revenue. 
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WAGES 

Like the price of any other commodity, the price of the 
services rendered by the workers is determined by the 
forces of demand and supply. The supply is determined 
by the total number of workers, being subdivided according 
to the grades of labour. 

Marginal Productivity. 

The demand is fixed by the value of tlie services towards 
production. This value depends upon the productivity 
of labour. Just as the price of an ordinary commodity is 
determined by the equilibrium between the marginal 
demand and the marginal supply, so is the rate of wages 
determined by the needs of the marginal worker and the 
marginal productivity of labour. In the case of labour 
it should be noted that its productivity depends not only 
upon its own efficiency but also and, in modem organized 
industries to a large extent, upon the efficiency of organ- 
ization. This marginal productive efficiency or the price 
of this marginal product fixes the maximum limit beyond 
which the rate of wages cannot be raised. On the other 
hand, the normal standard of living of the worker or the 
income necessary to maintain it is the minimum limit 
below which the rate of wages cannot fall so long as the 
standard of living remains the same. From this it is 
evident that a change in the standard of living rvill bring 
about a change in the productivity of labour and, therefore, 
in the long run, a change in the rate of wages. Thus a 
fall in wages reduces the standard of living. This leads to 
less efficient production and, therefore, to lower wages. 
On the other hand, a rise in wages, to the extent that the 
increased income is spent in raising the economic standard 
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of living, increases the productivit 5 f of labour and, therefore, 
the rate of wages. 

Factors Determining the General Rate of Wages. 

The rate of wages in a grade of labour is fixed at that 
point at which the total supply of labour in that grade* is 
absorbed. Thus it depends a great deal upon the growth 
in numbers, as also upon the industrial expansion of a 
country. Sometimes labour participates in the exceptional 
gains of an industry, but this is due less to economic forces 
than to public opinion. The rate of wages also depends 
upon the profit of the entrepreneur, for the greater the 
profit the greater is the stimulus to expand industries. 
Similarly, it depends upon the effective capital of the 
country employed in production. Labour has one immu- 
nity from risk. It participates in the extra profit of an 
industry in the form of bonus, etc., but does not participate 
in its loss in any given year. But it is apparent that it 
will suffer if the industry emplojdng it persistently suffers 
loss. In that case the industry must reduce its activity, 
and thereby throw out a portion of its labour. 

If there is free and equal competition between organizer 
and the labourers, the wages of labour cannot, in the long 
run, be lower th^ the value in exchange of labour or the 
price of the marginal product of labour. The causes which 
uetemnne this value in exchange are 

1. Population. The smaUer the population the less is 
the need to work under unfavourable circumstances to 
produce the requirements of the consumers. Thus the 
marpn of labour is raised and, therefore, the rate of wages 
also becomes high. 

2. Total ou^ut. This is the result of the co-operation 
of all the factors of production. If tliis combination is 
efficient the output increases. As wages are a part of this 
national dividend, every increase of it tends to raise the 

. rate of "wages. 

3- Marginal output,- Wages arc paid out of the marginal 
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producth'^t3^ All production above the margin contributes 
towards rent and surplus profit.^ If, therefore, the pro- 
portion of the marginal output to the total output is high, 
the amount of the output from which wages are paid be- 
comes also high in proportion to the total output. Thus 
a greater proportion of the national dividend tends to be 
distributed as wages than in the case where the marginal 
output forms a smaller proportion of the total output. 

4. As industry is limited by capital, and as the employ- 
ment of labour is limited by industrial expansion, the 
quantity of capital seeking investment in production has 
a material effect upon the demand for labour and, therefore, 
the rate of wages. 

If there is free movement of labour from one place to 
another and within the same grade, the rate of wages within 
one grade becomes the same. Ouung to ignorance, caste 
prejudices, and unwillingness to leave home, such mobility 
is rarely obtained in India. 

Nominal and Real Wages. 

Wages are calculated in terms of money, although there 
are many remote places in India where \vages in kind still 
prevail. When calculated in terms of monej’’, wages are 
called money or nominal wages. The real wages of labour 
consist of the wealtli that is obtained either direetty or by 
exchanging nominal wages. Even when there is mobility 
of labour tlie tendency to equality operates for real not 
nominal wages. This divergence between nominal and 
real wages is due to various causes. The purchasing power 
of money in two places maj' vary and, therefore, real wages 
may be the same while nominal wages are different. The 
employment maj' not be regular but intermittent or even 
imcertain. For example, labour in Bengal jute fields is 
required for a few months in the year. Therefore, the 
nominal wages are verj' high, but these are not earned 
during the whole j'ear. Again, a worker or his dependents 
’ Vida below. Part IV, Chapter xxi. 
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may have opportunities to earn something in their leisure 
hours. Some mill labour in this way make biris, and the. 
workers in Assam tea plantations get lands on which they 
can grow vegetables for their consumption or for sale. 
In this connection the total work in a lifetime is of import- . 
ance. A miner can work for a less period in the unhealthy 
conditions under the ground than the agriculturist working 
in the open fields. So, the high nominal wages of the former 
and the low ones of the latter may not be unequal real 
wages. Also the social standing of an occupation may lead 
a man to a less paying profession than another. That is 
why the clerks in India earn less than skilled and, in some 
cases especially in industrial areas, less than even unskilled 
workers. Sometimes the social position of a man as deter- 
mined by his caste may not allow him to take up a pro- 
fession which is better pa}dng and more suitable to him 
than his hereditarj' profession. The nature of the associates 
in a business also affects the wages. A man may not like 
his associates with whom he %vill have to work, or the temper 
of his master, and take to another wth less nominal Avages. 
Again, in one industry the start may be good, but the ulti- 
mate prospect of a rise limited, while in another the start 
may be low but the prospect may be good. The latter 
attracts the abler and the more adventmrous workers than 
the former. 

Time and Piece Workers. 

The immediate payment of wages may be according to 
the munber of hours of work or according to the work- 
actually done. The former is called time wages, and the 
latter piece or efficiency wages. In modern times usually 
the system is a combination of the two, in which the %vorker 
is paid a certain rate of time wages received according to 
the number of days of work, but it increases according to 
an automatic scale if his output is above a prescribed 
average. This is called the premium system, and has many 
varieties. 



WAGES 


257 


Earlier Theories of Wages, 

Besides tlie producti\dty theory of wages there are many 
otliers which at one time or anotlier sought to explain the 
determination of wages. Of these the subsistence theory or 
the iron law of wages says that tlie rate of wages is always 
equal to tire minimum subsistence which is required to 
maintain the worker and his family. Of course, the stand- 
ard of living varies, but the minimum always tends to be 
the rate of wages. Walker’s residual claimant theory says 
that wages are what is left out of the national dividend after 
paying rent, interest, and profit. This can be so only in 
co-operative production where labourers as owners hire the 
other agents of production. With the development of 
co-operative production this theory may come into opera- 
tion in future. But as things stand now the entrepreneur 
and not the worker must be said to be the residual claimant. 

The most important theory, which at one time was 
advocated by very distinguished economists, is the wages 
fund theory. This theory as finally developed states that 
the demand for labour consists of a definite amoimt of 
capital which is devoted to the payment of labour, that the 
supply of labour consists of a definite number of labourers 
who must work for wages, and that the rate of wages is 
fixed by competition. Thus, according to this theory, if 
the capital is divided by the number of labourers the rate 

of wages can be found. Wages — — . The mistake 

Labour 

of the theory is that there is no such definite amount of 
capital employing the workers, but it keeps on varying 
according to the latter’s productivity. Also it is not capital 
which pays labour, but labour pays itself out of its oum 
productivity, capital only advancing wages during the 
process of production, and recouping itself out of the final 
product. 

This was the accepted theory from 1820 to 1870. It 
originated wth Malthus and, udth various modifications 
and developments, accepted by James Mill, John Stuart 
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Mill, Fawcett, and Cairnes. It was attacked by Longe, 
Thornton, John Stuart Mill (in 1869 he gave up his support), 
and Sidgwick. None of the opponents of the theory could 
substitute in its place any better theory of wages till in 
1876 Walker came with his productivity theorj' of wages. 
This is the theory which is now accepted as determining tlie 
rate of wages. 

Peculiarities of Labour as an Agent of Production. 

In contrast ivith the other factors of production, labour 
has certain peculiarities which affect it only and not other 
factors.^ The first is that the worker sells his work but 
retains property in himself. This is, of course, good on the 
whole. But there is an important defect, viz., it can never 
be the interest of the entrepreneur to train and improve 
labour by investing capital on labour, since the effects of 
such improvements may not come to him, the trained 
worker being free to move away to any other business unit. 
Therefore, the training and improvement of the worker is 
left %vith his parents and, therefore, depends upon their 
limited power of foreseeing the future, and their individual 
■^villingness or otherwise to sacrifice themselves for the sake 
of their children. The greatest temptation to the parents 
is to stop the son’s training after a certain stage, when his 
further training is an immediate drain on their limited 
purse, and when his employment would bring enough to 
cover the expenses of maintaining him. The effect of this 
is cumulative from generation to generation. Worse fed and 
trained sons ivill be less efficient producers and, therefore, 
get less in wages. Getting less, they can give still worse 
food and training to their sons. And thus the process 
goes on. 

In the second place, the seller of labour must deliver his 
labour, being personally present himself on the spot. The 
seller of the services of capital, land, and organization may 
work from another place. The owner of capital may invest 

* Marshall, Principles of Economics, Book VI, Chapters iv-v. 
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it in an}’ part of the world, and yet sit at home. Similarly, 
the landowner need not sta}’ on his land. Tlie organizer 
may organize from another place. But the worker must 
be present where his work i.s sold. In other words, mobility 
of labour and mobility of the worker are convertible 
terms. Therefore, the quc.stion.s of wholesome situation, 
nature of associates, etc., arise with him. The more dis- 
agreeable the incidence of an occupation, the higher must 
be the wages necessary to attract labourers. This, however, 
has no cumulative effect miless there is deterioration of 
the worker’s health, and consequent fall in productivit}' 
and wages. 

The third peculiarity is that labour will not keep, that 
is, labour power is perishable. The time lost in unemploy- 
ment can never be made up. In the case of the other 
factors, especially of land and capital, if time is wasted 
by unemployment the life of tlic factor is, so to say, in- 
creased by this period, and it can be worked for a longer 
period. But in the case of labour this is not so. The life 
of a labourer is not necessarilj' increased by the period of 
unemployment. Tlie period thus spent is lost for ever. 
There is, however, no cumulative effect of this peculiarity 
unless during the period of unemployment the standard 
of living is so reduced as permanently to affect efficiency. 

The fourth peculiarity is due to causes which are not 
inherent nor permanent. Labour is at a disadvantage in 
bargaining for its remuneration because it has not sufficient 
reserve fund to fall back upon and, therefore, has to yield 
to the entrepreneur in a contest for higher wages. Tins 
is attempted to be remedied by trade unions. The effect 
of this disadvantage is cumulative, because it leads to 
acceptance of lower wages and, therefore, to lower efficiency. 

The last peculiarity is that new supply of labour is of 
slow growth. Labour requires to be trained for a trade. 
Therefore, the supply of labour in any trade depends upon 
its prospect one generation before, when the rising genera- 
tion was being trained for a profession. It also depends 
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upon the capacity of the workers' parents to judge of such 
prospects in advance. The great difficulty in such estimate 
is that economic conditions keep on changing and are, 
therefore, difficult to forecast. 

Trade Unions. 

The workers being weak in bargaining capacity, it is 
necessary for them to combine together in order to compel 
the entrepreneur to pay them the wages determined by the 
marginal productivity of labour. This organization would 
normally come to an end when the rate of wages had reached 
that limit. Thus the rate after such increase wll remain 
fixed unless the marginal productivity is also raised. In 
order to do this it is necessary for labour organizations to 
see that the increased wages got by the first process are 
so spent as to increase the productive efficiency of labour. 
If this is done, a continuous increase in wages becomes 
possible. By one kind oi organization the wages are raised 
up to the limit fixed by marginal productivity, and by 
another the wages are so spent as to increase this produc- 
tivity, thus creating a margin for further raising wages. 
The first type of organization is the trade union, while the 
second type is the co-operative stores. 

A trade union may be defined as " a continuous associa- 
tion of wage-earners for the purpose of maintaining or 
improving the conditions of their employment.”’^ The 
historic of the gro\vth of trade unions shows two types of 
development, both of which persist. The first type of 
trade union aims at reducing the hours of work, increasing 
wages, securing safe, healthy, and pleasant conditions of 
work, and defending individual workers against arbitrary 
and unjust treatment by the employers of labour. The 
means of achieving these ends are protective and benevolent. 
The former is to collect funds in order to support those of 
the members who fail to secure employment, except on 
terms which are against those laid down by the trade union. 

Mr. and J.Irs. Webb, The History of Trade. Unionism. 
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riviis coHsctive bargaininj' by ii, is Mihstitutcd for individual 
bargaining by tbc workers. In order to achieve tJuK Hie 
trade tinioti is ready to resort to strikes and, during such 
compulsorj' tmemploynicnt, support the member.*. Tiie 
benevolent mejvns is to grant provident fund benefits to 
members in need, and to attempt, in various other ways, 
to ameliorate the condition of tlie members. 

TIu: second and Jalcr of trade union is more mil- 
itant in attitude, and more political than economic in 
outlook. Their maiti object is (o transfer all employing 
and capitali-stic functions to the State (Collectivism or 
State Socialism) or to the organizations of the labourers 
tliemsclvcs (Workers' Union), Sometimes their object is to 
secure the existing inacliineiy' of govcniment (Sjmdicalism). 
and sometimes it is to brc.ik up that machinery in order to 
replace it by another (Communism), or to have no such 
macliincry at all (Anarchism or Nihilism). 

The trade union fixes a minimum rate of wages for each 
grade of labour, no member being permitted to accept any 
rate below this. If some cannot find employment at this 
rate the trade union funds support them. The means by 
which this rate is forced upon the employer are strikes, 
that is, complete stoppage of all work under the control of 
the trade union. 

It can do the greatest benefit to the workers by simul- 
taneously attempting to raise wages up to, but never more 
than, the marginal productivity of labour, and to raise the 
economic standard of living with the additional income 
secured by the first process. 

Trade Unionism in India. The organization of trade 
unions in India is yet very loose, and they have not yet 
passed tlirough the initial stages of working in union, and 
thus securing the recognition of the Government and the 
employers. Some unions are so only in name. Most of 
them are organized and w'orked by persons who are not 
labourers themselves. The total number of trade unions 
in India is 170, and their members number 2i crores. 
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There are trade unions for factory labour in Calcutta, 
Bombay, Ahmedabad, etc. The All India Postal and 
Railway Mail Service Association is a well-organized body, 
as is also the All India Railwaymen’s Unions Federation. 
Many of these trade unions have worked for a central 
organization called the All India Trade Union Congress, 
which has affiliated unions all over the country. The total 
number of its members is about one lac. 

The increase in wages in India should be judged from 
two points of view, agricultural and industrial wages. 
-According to the report of the High Prices Inquiry Com- 
mittee the index numbers of nominal and real wages are 
(1873 = 100)-- 


1 

Nominal wages ! 

i 

Real wages 

1895 

i 

1 

1912 ! 

i 



Agricultural labourers 



1 1 

103 1 


Sldlled urban labourers . 



104 ; 

3:34 

Unskilled urban labourers 

la 


106 ! 

1 
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There is little reliable record of the subsequent change 
in agricultural wages. The industrial wages have moved 
thus (1913 = 100) — 



Year 

Wages ■ 

Wholesale. 

: prices 

Bombay mills . 

1926 

232 

150 

Calcutta jute mills 

19125 

150 

169 

Bengal mines , . . ' 

1925 

150 1 


In the United Kingdom 

1926 

iSo 

173 


"^e increase in Bombay is due, to a large extent, to the ' 
actmties of the trade unions, and that accounts for the, 
very substantial increase in the real wages. 















CHAPTER XXI 


INTEREST AND PROFIT 

Interest is the price "which is paid for the services of 
capital. Capital, as we know, is the result of postponing 
the immediate consumption of wealth for future use as an 
agent of production. The owner may use the capital 
himself or he may not be able to put capital to its proper 
use and, therefore, he lends it to others who are able to 
do so. In either case capital earns an income by partici- 
pating in production. Because it is a necessary factor of 
production it gets a share of the national dividend. The 
demand for capital consists of the productive use to which 
it can be put. Interest is thus fixed on the one hand by 
the productivity of capital, and on the other by the induce- 
ment that is necessar}^ to be offered to the person who 
postpones the immediate consumption of his wealth, and 
waits for a future income. Thus interest is really the price 
for waiting. If the present value of an amount of interest 
to be earned by waiting is not at least equal to the utility 
to be obtained by immediate consumption, capital wiU not 
be saved at all. This present worth varies with different 
individuals, just as the value of wealth does. Therefore, 
the same inducement by way of interest rvill make some 
people save more than others. 

Why Interest is Paid. 

The justification of interest lies in the fact that capital 
helps to produce and, therefore, adds to the output. If 
no interest were paid there rvould be no inducement to save, 
and as wealth always gives some utility in consumption 
it -will be consumed rather than saved, except as a provision 
for the future. Moreover, without interest much of the 
capital ivill remain in the hands of inefficient men, and thus 
produce less thau now. The very fact that the borrower 
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pays an interest at -wliicli the oivner of capital is rvilhrig to 
lend shows that the former can get more out of it than the 
latter. 

Determination of the Rate of Interest. 

The rate of interest is determined hy the maximum 
limit of the productmty of capital heyond which the 
borrower would not pay or of the utility which the borrower 
gets out of it, and the minimum limit of the cost of saving, 
that is, utility which could be derived out of it by the orvner 
if he had consumed instead of saving. This interest is 
pme economic interest. Sometimes it is seen that interest 
varies at the same time and place. This is due to the ele- 
ment of risk and trouble and, economically speaking, should 
not be called interest. For example, the Government oi 
India borrows at per cent, but the market rate of interest 
is about 10 per cent, or the moneylender’s rate is 18 or 2 C 
per cent, and even more. This variation is due to greatei 
risk involved in lending money to a private person, tht 
trouble of keeping accounts, etc. 

Taking the specialized capital of modem times, viz 
tools, machinery, and the plants, we may say that demanc 
is determined by their marginal productivity, that is, wha 
they can add to the output when applied under the leas 
favourable circumstances. Their supply price must cove: 
the cost of producing them, and compensate for the waiting 
which is inevitable between the time when the consumption 
of the original wealth out of which they are made was 
postponed, and the time when they yield income by actually 
being used in production. 

In India interest varies a great deal, for example, in 
Bengal it varies from 36 to 75 per cent, in the Central 
Provinces from 6 to 100 per cent, and in Madras from 6 
to 36 per cent. Before the War the bank rate for money 
lent on good security used to be 4 or 5 per cent. During and 
■ after the war it went up to iz per cent or more. Now it is 
slightly lower than that. The rate seems to be kept up 
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BOW by the large demand of capital for industrial purposes. 
Moneylenders always charge a very much higher rate, and 
can get it because of the want of any other lending body 
to compete with them, and because the security on which 
thej* lend is not very good. In some places, e.g, the Punjab, 
Chhotanagpur, Bundelkhand, they cannot get the borrower’s 
land sold except to other agriculturists^ and, therefore, 
their only security is the prospective harvest. In 1918 the 
Usurious Loans Act gave discretion to the courts of law 
to allow only reasonable interest, and usually it is taken 
to bo between 12 and 18 per cent. This docs not help the 
borrower in the absence of any competing body that will 
lend money. This law is usually evaded by the money- 
lender who compels the borrowers to sign a document 
acknowledging a bigger debt than the actual, so that in 
case he has to go to the court he \vill get the larger sum 
at tlie low rate, and thus really obtain the lower sum at the 
higher rate. This has the additional disadvantage of put- 
ting the borrowers more effectively into the clutches of 
the moneylender. In the absence of any other lending body 
they have little option left in the matter. However, the 
growth of co-operative societies has steadily, though 
slowly, brought down the rate of interest in the locality 
where they have flourished. 

The Discount Rate. 

The interest on loanable capital or money in the market 
is called discount. In India this rate has a seasonal 
variation. This is due to India’s being primarily an agri- 
cultural countrj'. The harvest of the kharif crop moves 
towards the market in December-Januarj'^, while that oi 
the rabi crop moves in May-June. For financing this 
movement cash is required to be sent from the important 
towns to the interior. This extra demand for money raises 
the discount rate in the first half of the year. In the second 
half, this demand disappears, and a good portion of the 
^ The Land Alienation Acts. 
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cash that moved to the interior gradually returns in pay- 
ment of the purchases made by the villagers. 

/ 

Profit. 

Profit is the price of the services of the entrepreneur, 
which consist of regulating, guiding, and combining the 
other factors of production. But in modem industrial 
organization the entrepreneur undertakes the risk of the 
business as well. This risk has two aspects, viz-, the 
personal risk that his debtors may fail to make payment, 
and the trade risk that arises out of changes in the conditions 
of the market, mistakes made in forecasting the forces 
operating in the market, and speculation. Also he is the 
residuary claimant receiving what is left after paying 
the other factors which he hires on contract. Thus 
modem profit can be analysed into compensation for 
risk, remuneration for the entrepreneur’s services, and 
surplus. 

The entrepreneur who docs not undertake any risk is 
really a labourer. For example, the hawking cobbler is 
an entrepreneur, while the journeyman cobbler is a labourer, 
■Udien trade risk is absent, profit consists of tlie remunera- 
tion for the services of the entrepreneur. If, in the above 
illustration, the wages of a journeyman cobbler increased, 
the marginal hawkers would become labourers, and on an 
increase in the income of the hawker the marginal journey- 
men would become entrepreneurs. Thus there is a close 
relation between profit and wages. If profit rises or wages 
fall many workmen will become entrepreneurs, and if wages 
rise and profit falls the contrary' \vill be the case. Thus 
the minimum profit is what the entrepreneur could earn 
as a workman. 

Risk, When trade risk is present profit consists of the 
remuneration for the services of the entrepreneur and 
compensation for the risk undertaken. This compensation 
varies according to the extent of the risk. Therefore, 
whatever increases the risk of a business increases profit. 
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and whatever diminishes it reduces profit. In modem 
organizations tliorc are lairious means whicli help to reduce 
the extent of ri.sk involved in a business. There i.s the 
sj^stem of insurance by which the risk from death, fire, etc., 
is taken up by other bodies and, therefore, the burden on 
a particular entrepreneur becomes less. The extension of 
the credit .S3’stem has ai.so helped him. We have seen how 
credit transfers capital, and helps the producer. Also the 
mobilit3' of a hundt increases its sccurit3'. All these pro- 
cesses reduce the entrepreneur’s risk. A just and equitable 
administration of the law reduces risk inasmuch as it makes 
for cerlaint)’ in business relations, and secures enforcement 
of contracts or damages for loss suffered by breach of 
contracts. The growth of business morality has also 
reduced the risk. If optimism prevails among business 
men they are likcl3' to underestimate the risks of a business. 
Although this does not actually reduce the risk, yet it 
keeps dowm profit inasmuch as the entrepreneur, having 
underestimated risk, udll be satisfied uith a low compensa- 
tion for it. Again, it is a human fnvilt3' to overestimate 
one’s business capacity' and, therefore, keep low margin for 
failure. Ttiis also makes the entrepreneur think of less 
risk than the actual and, therefore, lowers the compensation 
for risk. 

Remuneration of Entkepreneur. Tlie second item 
in profit is the remuneration for the entrepreneur’s services. 
Tiie value of this can be measured b3f the wages which he 
can earn as a worker. This remuneration is fixed b}' the 
forces of demand and suppl3' in the market. Tlic demand 
consists of that of the products of the entrepreneur’s busi- 
ness. It depends upon the number of population. If lie 
produces for a small village or a big town this demand for 
his services would vary accordingly. If the same com- 
munity which gives him the buyers of his product be very 
wealthy his sale would be larger and, therefore, his remun- 
eration also greater. If instead of producing for the home 
market he exports his products in large quantities, his profit 
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would increase accordingly. If there is improvement in 
the means of communication and transportation, the market 
for his products widens and, therefore, the demand for his 
services and his profit increase. In Uiis case it may happen 
that such improvement helps others to extend their market 
at his cost, in which case he loses in profit, but the others 
gain. A reduction in customs duties operates in the same . 
way. Such a fall in the import duties of other countries, 
and in the e.xport duties of his own helps to extend the 
market for his products, while the contrarj' wall be the case 
with a fall in the import duties of his countrj’, and in the 
export duties of other countries. Production on a large scale 
means creation of demand for his scr\dccs. On the other 
hand, if there is more direct touch between the producers 
and the consumers, the demand for the services of middle- 
men entrepreneurs is reduced. This tends to be the case 
with the growth of co-operative production. Finally, 
situation also affects the demand for the sendees of the 
entrepreneur. There are certain tilings which arc bought 
daily, and in the neighbourhood, c.g. fresh vegetables, milk, 
etc. Tills increases the number of the entrepreneurs, 
although not necessarily the total demand for their sendees 
in the whole country'. 

On the other hand, the supply of tlie services of the 
entrepreneur depends upon the wages which he can cam 
as a workman, and the extent of the risk which he is called 
upon to undertake. This is the minimum which he must 
earn if he is to be retained as an entrepreneur. In practice 
this minimum also tends to be the maximum if there is 
effective competition among the entrepreneurs. In India, 
owing to the paucity of their number in higher grades, 
competition is not very keen- Again, some entrepreneurs, 
in spite of lower efficiency, may gain an advant^age. over 
more efficient ones by virtue o{ their command over capital 
, .or of their having inherited a well-established business. 
In the long run,- however, their efficiency and risk would 
determine their position as entrepreneurs. 
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The Surplus. The third element of profit is surplus. 
The surplus arises out of the fact that different entre- 
preneurs even of the same grade work in different circum- 
stances. Some may have special opportunities to have a 
command over large capital, others oyer an already well 
organized business. One may be situated in a good localit}'-, 
e.g, a man may have a shop in the crossing of four roads 
in a wealthy and fashionable locality, or may own a shop 
which has built up a goodwill among customers who spend 
lavishly. All these tend to jfield an extra profit to the 
entrepreneur over and above the compensation for the risk 
undertaken and the remuneration for his sendees. 

• This surplus is often called the entrepreneur’s rent. It 
is, in some respects, similar to rent. Botli surplus profit 
and rent increase with favourable circumstances as they 
permit a greater margin between the price at which the 
output is sold, and the cost of producing or supplying it. 
Both admit of being capitalized, the rent of land by the 
average of several years, usually 20 years in India, and 
profit by the value of the goodwill of the business. Neither 
enters into the marginal cost of production or the supply 
price, and both are the results of price, being determined 
by it. 

Profit increases with increased demand for goods and 
decreased cost of production. In this way it may rise 
above the minimum, but if there is competition among the 
entrepreneurs this excess can be only temporary. A 
permanent excess above the minimum is possible only in 
exceptional circumstances, e.g. monopoly, imperfect -com- 
petition o^ving to ignorance, secrecy in business, too rapid 
development in an industry for competition to keep pace 
with it, etc. 

Thus inequality of profits is due to the difference in the 
risk and the favourable circumstances. But the remun- 
eration for the entrepreneur’s services forms the largest 
part of profit. Yet it must be distinguished from wages 
proper, because of the other two elements. 
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Profits nnd Turnover. 

It is worthy of note that the calailitton of piofit’niay he 
made in two ways, vir,.— ( t> profit on a {;iven traimction. ' 
bargain profit or the rate r.f profit, and (?.) profit over a 
wriod of time or tlie tiirnovt'r profit. The (ontier vs what 
is earned on eadi inmsaction, e.g. by the foie of one unit 
of the output. Tlie latter is wh.al is earned over a period 
of time through repeated sales, 'llius th.e rate of profit may 
he small and the turnover large, or the r.atc higSi and tiie 
turnover small, .and yet tot.al profit may remain the r.ame. 
The total net profit is the bargain profit multiplied by’ the 
number of turnovers. 

Profit nnd Price. 

It is sometimes said that profit does not enter into the 
marginal cost of jirodnction and, llir.rcforc. does not deter- 
mine it but, like rent, is tlelcmiiucd by price. Tliis is not 
correct for the whole of profit. The remuneration for the 
sendees of tiie cntuiprencur as also the compensation for 
the risk which he undertakes must be co\’ercd by the price 
in the long period market, othenrise tlic entrepreneur will 
become a wage-canier. Therefore, tJic marginal cost must 
cover this part of profit. But surplus profit is different. 
As it is the result of the conjuncture of favourable circum- 
stances, and as the price is determined by the marginal cost 
of the output, i.c, output which is produced in the least 
favourable circumstances, surplus profit does not determine 
price, but is its result, exactly as rent is. 

^ In India agricultural profits avere more or less steady 
m former times, bcc.ause the market' was limited to the 
neighbourhood, and therefore tlicre was greater certainty 
of the price, which again was customary. Tliis meant thal; 
profits varied widely all over the country. In other words, 
the comtry was dmded into non-competing areas. But 
w ^ e eve opment of the means of communication and 
increase in the security of Ufe and property, the market 
has v^adened and. tbcreforc. profits under competition tend 
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to be uniform. But this has linked the local producer unth 
the whole countr}' and, in the production of some com- 
modities, e.g. jute, cotton, wheat, with the whole world 
market. Thus the state of the market can now be less 
certain, and therefore profits var}' from time to time 
according to the circum-Stances of the wider market. The 
result thus has been the substitution of profit varying from 
time to time with the same entrepreneur in the place of 
profit varj’ing from place to place, and therefore steady 
profit for the same entrepreneur over a long period. The 
same considerations also apply to smaller industries of the 
countrj', besides agriculture. 

Tlie case of manufacturing and large scale industries is 
different, as they can grow only when tlic market is \vide. 
During the latter part of the war, and tlie period just after 
it, there was a boom of industrial e.xpansion, as prices had 
gone up vcty much in India and in the world. But since 
1922 there has been a slump owing mainly to the depression 
caused by a sudden reduction of India’s war exports, 
deflation and, therefore, fall in prices in India and in the 
United Kingdom, the financial crisis in Japan, and the 
breakdoum of credit in the Continent of Europe, which has 
very much reduced the purchasing power of the people 
there. In several industries the recent fall in the profits 
is due to the inflation or watering of capital. As the price 
rose up to 1920 many industries -wrote their capital in goods, 
buildings, machinery, etc., as of higher value without a 
corresponding increase in the quantity of the assets. Thus 
the same total profit is now calculated on an artificially 
swollen capital value, and therefore the rate of profit or 
dmdend seems to be small. 



PART V. 

CONSUMPTION . 

CHAPTER XXII, 

WEALTH AKD SATISFACTION. 

We have seen that the ultimate purpose of all production, 
in fact, of all economic acthdty, is consumption or satis- 
faction of wants. Wealth is the means bj' which satis- 
faction is obtained. This satisfaction is not to be wholly 
identified vdth well-being, for well-being maybe achieved by 
things other than wealth, for example, liealth, friendship, 
love, etc. Wealth, therefore, contributes towards well- 
being, although it cannot be identified with it. The value 
of wealth in bringing about well-being is great indeed. In 
Chapter II we have studied the kinds of human w'ants. 
These have gone on expanding with the growth of cmliza- 
tion, and have contributed not only towards the increase in 
the physical comforts of man, but also development of the 
mind. The basis of all civilization is material, and no 
nation can achieve success in the higher regions of the mind 
if all its energy is devoted to satisfying the primarj' needs 
of man, e.g. hunger, shelter, clothes, etc. The progress of 
science, fine arts, as also material progress depends to a 
great extent upon this freedom of man. The art of living 
weU is primarily based upon the art of living comfortably 
and with minimum effort. Thus wealth is also a means 
to the higher ends of life. The difficulties arise when 
the means is confounded rvith the end and pursued as 
such. 

The Meaning of Consumption. 

,The consumption of wealth gives the required satisfac- ■ 
tion. Thus consumption is distinguished from destruction 
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which simply makes wealth incapable of satisfying wants. 
Tliis consumption may be direct when we satisfy a want at 
once w’ith wedth. It may bo indirect when we postpone 
the immediate consumption in order to utilize the wealth 
for future production which is expected to satisfy wants. 
The former is spending and the latter saving. Here rve are 
concerned with spending which is consumption, and not 
udUi sardng which creates capital. It is evident that the 
maximum possible consumption of a nation consists of the 
total wealth or the national dividend. This leaves no 
margin for sardng, pa5dng taxes, spending on charity, 
etc. Tims, normally, consumption is somewhat less than 
the national dividend which fixes the outside limit 
beyond which it can never go except temporarily, c.g. by 
borrowing. 

The Law of Consumption. 

We have seen that in economics the mere desire to have 
a thing is not demand. It must be backed by the means 
and the willingness to undergo a sacrifice to obtain that 
thing. The demand for all articles is not equally strong 
nor is it the same for all persons. The articles of consump- 
tion may be classified into necessaries, comforts, and 
luxuries, according to the degree of their importance as 
items of consumption. But the exact line of demarcation 
between the divisions is natuccdly difficult to draw. Neces- 
saries may further be subdivided into bare necessaries, 
efficiencj' necessaries, and conventional necessaries. Bare 
necessaries are those articles the consumption of which is 
essential for the continuance of human life ; efficiency 
necessaries, those the consumption of which is essential to 
maintain the Imman agent in the requisite state of econ- 
omic efficiency ; and conventional necessaries, those the 
consumption of which is required by tlie custom of the 
society in which one moves. These last would come imder 
comforts or luxuries in another society, but inasmuch as 
their use is obligatorj^ in a particular society they are 
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necessaries for the members of that society, e.g^ hat a nd 
tie in Europe, cap or turban in India. 

In this connection an existing misconception requires to 
be corrected. Usually it is thought that the articles of 
consmnption as such are classified into the above cate- 
gories. It is often supposed, for example, that wheat is a 
necessary thing, motor-car a comfort, and scents a luxury. 
But this is incorrect. To the busy doctor a motor-car may 
be necessary inasmuch as his efbciency, judged by his 
capacity to attend to a large number of patients, may 
increase with the car. Thus the first point to be noted in 
this connection is that the classification does not apply to 
the articles of consumption as such. It is always in refer- 
ence to the particular consumer. What is luxur^r to one 
consumer may be necessary to another. 

Nor is this relation to the individual consumer fixed and 
unalterable. With the change of time and, therefore, of 
circumstances, there may be a change in the classification 
of the articles of consumption, even in reference to the same 
individual consumer. Thus if the doctor, in course of time, 
develops a clinic, and chooses exclusively to attend it, a 
motor-car may not now be necessary, and may be a comfort 
or luxury. 

Similarly a change in the place may alter the classification. 
For example, if the doctor moves to a small village situated 
on a road, but if the village has only very narrow and 
crowded lanes as means of communication within it, a 
motor-car may not be necessary, but a pure luxury for 
pleasure drives along the road. ' ' 

Then, again, the units of the same article are to be 
taken separately for the purpose of this classification. The 
whole quantity of the same article consumed by an indi- 
vidual need not, and, in most cases, would not come rmder 
the same categoIy^ Thus a portion of the wardrobe of a 
nch man wo^d be necessary, another portion comfort, and 
a thud portion luxurjT, This would be so even when we 
take tlie units of the same item in the wardrobe. 
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Thus we find that the three-fold classification of human 
consumption into necKsaries, comforts, and luxuries, does 
not primarily refer to tlic articles of consumption, but to 
their units, and varies according to tlie individual con- 
sumer, the time, and the place. But a science cannot 
afford to deal with separate indudduals, and as individual 
consumers often represent a type of consumption standard 
which is sufficient!}' homogeneous for scientific purposes, 
economics studies groups instead of individuals. Thus 
S the community is divided into groups, and the stan- 
\ dard of consumption for each group is studied as at 
\ a given lime and place. This is only for better scientific 
‘ study, and not because the d}mamic aspect of consump- 
1 tion, or indeed of any economic activity, is denied or 
i overlooked. 

Now, if the standard and, therefore, the classification, 
var}' so much for the groups according to the time and the 
place, can there be any common measure which we can 
apply in attempting to classify human consumption in 
general ? It should be noted that unless we succeed in 
discovering such a quantitative measure we shall also 
have to give up the classification, for a study which 
claims to be scientific must devise a means of such com- 
mon measurement to be applied universally. This vital 
feature in the study of consumption has not been properly 
grasped by economists who have now agreed to accept 
consumption as an integral, in fact, a most important, part 
of economics. 

' The next question is — ^Wliat should be the nature of such 
a common measure ? From the purely economic point of 
view the processes of consumption and production are 
inseparable. The rivo together form a flow indistinguish- 
able from each other in their final result. The object of 
production is consumption, and that of consumption is 
production. Therefore, there is an essential imity in the 
two processes, or rather, the two aspects of the same 
process, of consumption and production. This unity in 
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the two jispccts obviously lie? in efficiency. Wiii-n va; laU: 
of production we judge it by it? efficiency. .Siiniinrly, when 
we talk of cottpuimilioti, we .*.hoitld judge it, abo by its 
efficiency. 1 fence, the conuiion measure in our chLsdficalion , 
of Iniuuin consurnjvtion must be ba;ed upon the common 
principle of efficiency. 

Here it .should be rcmemlKtred th.it the notion of the 
sland.ird of consuinplinu or living ns umkrsitHid by econo- 
mists is somewhat different from that in the jmpnl.ar mind. 
.■\ccording to the latter a higher standard of linng invariably 
me.ans a greater multiplicity of wanl.s satisfied, with little 
reference to its reaction upon the productive efiidency ol 
the consumer. In economics, for rc.arons given alwre. 
efficiency is the pivotal point of the standard by which all 
economic activities, including consumption are to be, wea.s- 
ured. Therefore, when wc speak of a higher .st.andaul of 
living in economics wc should mean a standard of living 
which generates, in the consumer, conditions of superior 
productive efficiencj'. 

' .ClASSIFtCATION or NUCESSAtttnS, CoMt'OETS, .\Nn 
' Luxuries. If the above be kept in view it is not difficult 
to formulate a common standard of measurement by whicli 
we can classify the articles of hum.an consumption, and the 
principle of which will be fixed for all times, all place.s, and 
all indirdduals or groups of con.sumers. Tliis standard of 
measurement is based upon efficiency as understood in 
economics, and the classification into necessaries, comforts, 
and luxuries depends upon the increase or dccTcasc of 
efficiency with the consumption or deprivation of the articles 
of_consumption. Tlius a necessary uiiit of .in urlidc of 
consumption in a group — or ideally, in an individual con- 
sumer — at a given time and a given place will bo that unit 
of it tlic consumption of which incrca.ses the productive 
efficiency of the consumer, and the depriTOtion of which 
decreases his efficiency. An article in similar circumstances' 
will be a comfort if its consumption does not increase his 
efficiency biit its deprivation decreases his efficiency. ' An 
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articie will be a luxiuy i( its consxtmption and de])rivatio» 
do not increase and decrease, that is, do not affect, his 
efficiency. If, for example, the consumption of a certain 
unit of wheat increases a man’s economic efficiency, and if 
its deprivation diminislies his cfficiencj', that unit of wheat 
i.s neccssajy for that consumer at that time and place. 
SiinilarU', if the consumption of a certain unit of tea docs 
not increase his efficiency, hut lie is so addicted to it that 
ho cannot properly work without that unit and, therefore, 
its deprivation reduces his productive efficiency, then that 
unit of tea is a comfort to that consumer. If an additional 
pair of shoes does not increase the productive cfficicnc}' of 
the consumer, and if its deprivation docs not reduce his 
efficiency, then that pair of shoes is a luxurj.' to that 
individual consumer. 

The above illustrations arc deliberately chosen to bring 
out another point connected with the standard of 
measurement. A fundamental law of consumption is the 
law of diminishing utility, which is almost of universal 
application.^ niereforc, a standard which seeks to 
measure and classif}' consumption must accept that law 
in its classification. This wtal feature is inherent in our 
standard of measurement adumbrated above, for as the 
utility of the same article diminishes with the number of 
units consumed b3'’ the indiwdual, so does the classification 
of those units vary according to our standard. 

Thus the categorj' into which a particular article can be 
classified is determined by four variable items, viz., the 
individual consumer, the particular unit of the article, the 
time, and tlic place. It is worthy of note, however, that 
the above classification deals with the utilit}!^ of consump- 
tion, and not its welfare or social value. To the extent 
that these two arc not the same — as pointed out in the 
beginning of this chapter, they axe not necessarily or always 
the same — our standard applies to the individual valuation 
and not to social valuation. 

^ Vide below. Part V, Chapter xxiii. 
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We inay now conchule by fonniilating the law of con- 
sumption in the following way — 

A unit 0/ consumption is a necessary, comfort, or luxury 
acc-ording as its consumption and dcprivalUm hring ahaul 
respectively an increase and a decrease, no increase and a 
decrease, or no increase and no decrease, in the productive 
ejpciency of the pmrlicular consumer at a given time and a 
giveat place. 



CHAPTER XXIII 

MEASUREMENT OF WANTS 

Human wants are subjective or abstract and, therefore, 
cannot be physically measured. But according to the 
intensity of his wants a man is prepared to undergo some 
sacrifice. This sacrifice is the measure of the \vants. Like 
want, sacrifice is also subjective or abstract, varying witli 
each individual and \vith the unit, time, and place. But 
the sacrifice or effort is first exchanged for money, and 
then that money is spent on things or services to satisfy 
the wants. Thus in modem societies money or wealth 
forms the measure both of wants and of sacrifices. 

The Law of Diminishing Utility. 

/ Taking any one commodity which can satisfy a want, we 
find that all the units do not give equal satisfaction. The 
reason is that the want of a man in regard to the same 
commodity varies even at the same time and place. This 
is due to the variation in the degree of intensity of a ^vant. 
"When a man is very thirsty a cup of water is of great utility, 
since the intensity of his thirst is great, and the water 
satisfies that. If a second cup is given to him his satis- 
faction from it is less than that from the first cup, because 
by the time the second cup is used the "most intense want 
in regard to thirst has been already' satisfied by the first 
cup of water. In the same way, taking any particular 
want of man, the more the units of a commodity which a 
man is given the less is the utility which he derives from 
the consumption of an additional -unit of the same com- 
modity. He ceases to consume any more when the utility 
in this way reaches zero if it is given free to him. But if 
he has to pay for it he ceases to consume more when the 
money value of the utility deri'i'ed from the next unit is 
less than the price whiclr he has to pay for it./ This is 
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called the law of diminishing utility. It may be stated 
thus— Every additional unit of a commodity tends to 
bring to the consumer an amount of utility which is less 
than what was given by the preceding unit. / This tend- 
ency may be counteracted by an increase in the intensity 
of his wants, e.g. when the number of his dependents 
increases, or by a change of time, e.g. want for more warm 
clothe? in winter, or by a change of place, e.g, want for 
more warm clothes if he goes from India to England, or 
by a rise in income when, by the very law of diminishing 
utility, his marginal utility from money diminishes and. 
therefore, the utility of the commodity at the old margin 
becomes greater than the price, i.c. money, which is paid 
for it. 

Again, the same commodity may serve several purposes, 
e.g. water may be used for drinking, cooking, washing, 
cleaning, etc. Here the law of diminishing utility operates 
in each case, and the margin in each case must be the same 
in order to secure the greatest utility out of a given quantity 
of the commodity. 1 Here we find that different wants in 
regard to the same commodity compete among themselves. 

Further, with a given income a man has to satisfy several 
competing wants. Here the law of diminishing utility 
operates in each hne of expenditure, and the greatest total 
utility can be obtained only when expenditure along each 
line has been so pushed that the marginal utility in each 
case is the same. ^ This is called the law of equi-marginal 
utmty. It may be stated thus— In distributing the income 
for satisfying a specific number of wants the maximum 
total utility is obtained only when the marginal utility in all 
cases is the same. 

The law of diminishing utiUty says that with an increase 
in the quantity of a commodity which a man has, the utUity 
of an additional unit grows less. This means that a man 
Mill be prepared to pay less for a commodity as its quantity 
increases or more for it as its quantity diminishes. This 
« Vide ante. Part 1. Chapter in, on Margin in Economics. - 
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is called the law of demand according to which the price 
which a man is walling to pay — the demand price — ^varies 
inversely as the quantity of the commodity which he 
already possesses. Tims a definite relation is established 
between the price and the quantity demanded. Here we 
study the variation in the price as the cause, and that in 
the quantit}' demanded as the effect. The change in the 
latter in response to that in price is not uniform for all 
commodities. In the case of some commodities the decrease 
in utility as a result of an increase in the quantity possessed 
is so great that the man’s demand price falls rapidly. If 
so, then a comparative!}' small rise in the market price is 
likelj' to reduce the quantit}' demanded to a substantial 
extent. On the other hand, the decrease in utilit}' as a 
consequence of an increase in the quantity may be so small 
that a substantial rise in the price does not materially affect 
tlie demand. In this way demand for a commodity may 
be elastic or inelastic. The demand is said to be elastic 
when a given variation in price brings about a propor- 
tionatel}^ greater variation in the quantity demanded, and 
it is said to be inelasiic when a given variation in price 
brings about a proportionately less variation in the demand. 
Thus if a 50 per cent rise or fall in price leads respectively 
to a 100 per cent fall or rise in demand, it is said to be 
clastic. If a 50 per cent rise or fall in price leads respec- 
tivefy to a 25 per cent fall or rise in demand, it is said to 
be inelastic. If the change in demand is in exact proportion 
to the change in price, e.g. if a 50 per c<mt rise or fall 
in price leads respectively to a 50 per cent fall or rise in 
demand, it should be called neutral. ^ 

The elasticity of demand varies -with aU the factors W'hich 
affect the law of diminishing utility, viz,, the indmdual, 
the unit, the time, the place, and his income. It also varies 
w'ith the nature of the commodity and its price. If the 

’ This case is not contemplated in most books on Economics. 
But it should be done, and a name given to it. This logically follows 
from Marshall’s study of Consumption, and his application of the 
laws of Production to Consumption. 

15— (6059) 
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commodity is a necessary thing, the ntility derived from 
it is great and, therefore, its demand inelastic, while a- 
commodity which is a comfort or luxury has less utility 
and, therefore, its demand elastic or neutral. Also the 
elasticity is affected by the price. If the price is very low, 
e.g. of salt, the quantity already consumed having reached 
the level of satiety, even a substantial fall in the price is not 
likely to induce the consumer to bu3' much more of it. 
On the other hand, if the price is very high and, therefore, 
the existing unsatisfied demand is very great, a small fall 
in the price is likefy to increase the demand substantially. 
Thus elasticity of demand varies directly with the price, 
it being great with high price and small with low price. 
In India demand in general is rather elastic owing to low 
average income of the people. Thus there was ,a sub- 
stantial increase in the consumption of salt after the 
reduction of the tax on salt in 1907. 

Consumer’s Surplus. 

It should be noted that according to the law of dimin- 
ishing utility, the satisfaction of each subsequent unit 
dimmishes and, therefore, at the margin the lowest satis- 
faction derived from any unit consumed is balanced bj' the 
price paid for it, tliat is, the demand price becomes equal to 
the market price. But the price of all emits of the same 
commodity is the same in a given market. Therefore, on 
all previous units of consumption above the margin, the 
consumer derives utility the money value of which is 
greater than the price which he pays. In other words, 
the demand price for the previous units is greater than the 
market price at which he buys them. The excess of the 
former over the latter is called the consumer’s surplus 
which, Marshall puts it, is the e.xcess of the price which 
a man is prepared to pay for a unit of the commodity, 
rather than go without that unit, over that which he actually 
paj's, i.e. the excess of the total utility derived from all the 
units over the marginal utility multiplied by the number 
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of units purchased. It is apparent, therefore, that the 
consumer’s surplus depends upon the total utility and the 
marginal utility, the former determining the total gain, 
and the latter (multiplied by the number of units) the total 
sacrifice to be made to get those units. Hence the con- 
sumer’s surplus varies direct^ as the total utility and 
inversely as the marginal utility. 

It is worthy of note that marginal utility is no index to 
total utility. If there is prudent expenditure the marginal 
utility must be the same in all lines of expenditure, because 
of the law of equi-marginal utility. But the total utility 
depends upon the law of elasticity of demand. If the 
demand is elastic the total utility is small as the demand 
falls rapidly wth a given increase in the price and, therefore, 
the margin is reached quickly. On the otlfer hand, if the 
demand is inelastic, the total utilitj^ is large, since the de- 
mand falls slowly \vitli the same increase in the price and, 
therefore, the margin is reached later than in the case of 
elastic demand. Thus with the same margin and varying 
utility derived from the units of consumption, the total 
utility is greater in the case of those commodities which 
5neld greater satisfaction from the previous units. This 
is so in the case of the necessaries which satisfy more urgent 
wants and, therefore, yield greater utility than comforts 
or luxuries, which satisfy less urgent wants and, therefore, 
yield less utility. 

By studying various family budgets Engel came to the 
conclusion that the distribution of the expenditure over the 
various articles of consumption varies according to the 
income of the family. This is called Engel’s law of con- 
sumption. It was found that with an increased income 
the proportion which is spent on food diminishes, that on 
clothing, rent, fuel, etc., remains constant, and that on 
the rest — mainly comforts and luxuries — ^increases. This 
does not mean that the total expenditure on food dimin- 
ishes. The total expenditure increases, but does not 
increase in the same proportion as the increase in income. 
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Therefore, the proportion of income now spent on. food 
diminishes. 

The income of an average factorj^ worker’s famil}'^ at 
Bombay is expended thus — ^Food 56-8 per cent, clothing, 
9'6, house rent 77, fuel and lighting 7-4, and the rest 
18-5. 


Method of Spending and Prices. ' 


The satisfaction which a man gets out of a certain income 
depends upon two factors, viz., the method of spending 
and the prices of what he buj^s for consumption. In order 
to get the maximum satisfaction he should be able accur- 
ately to calculate the utility which is likely to be derived 
from his purchases. He should be able to compare different 
V'ants so that he may distribute his income to their satis- 
faction in such a wa}' as to obtain the same marginal .utility 
in each case. Again, wants do not all arise at the same 
time. Some are present, and some appear in future. A 
man is apt to exaggerate the importance of present wants 
and underestimate that of future ones. The satisfaction 
will be greater if he can properly assess the value of all 
wants, present and future, and adjust them in such a way 
as to give each its due importance in his expenditure. Also 
some persons have the knack of finding out the exact thing 
which will satisfy their want, while others fail in this, and 


are carried away by the fashion of the time or the external 
appearance of a thing, or the manner in which an article 
is pressed upon their attention by the trader. Some 
I^rsons have the capacity to bargain and get the desired 
^mg at a lower price than that at which others buy it. 
t <5 method of spending or distributing the income in 
c sa IS ^tion of various wants is an important factor in 
seraring e maximum satisfaction possible to get out of a 

^ ^c'^el of prices. 
thSflrf of things and, 

lower ’ ) ^ ^'^t'sfaction than when prices are 

<n . lereforc, more things can be bought with 
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the same income. Thus the satisfaction derived from a 
given income tends to varj' inversely as the level of 
prices. 

Sometimes spending is contrasted with saving, and some 
people advocate spending against saving, and others saving 
against spending. There is really no such conflict, for 
both arc necessary in life. It is true, indeed, that of a given 
quantity of the national dividend, if more is spent, less can 
be saved, and if more is saved, less can be spent. Spending 
creates demand for tilings while saving helps to produce 
them. If spending is too much emphasized, little can be 
saved and, therefore, the future production suffers. With 
less output spending becomes difficult, for only the national 
dividend or the things produced can be consumed or spent. 
On the other hand, if too much is saved the future produc- 
tion becomes great, but as spending is small sufficient 
demand cannot exist for tlic increased output. Thus 
spending and saving are co-related and one cannot be 
sacrificed for the other. Both are essential, and a proper 
division of the national dividend for both the purposes is 
necessary in order to secure the maximum efficiency for 
each. 

Spending has also other effects besides giving satisfaction 
to the consumer. It gives direction to the production of 
the country. If people usually buy things, the production 
of which does not require artistic or high grade labour, 
the result is the disappearance of the latter and, therefore, 
degradation of the workers as a class. To the extent that 
India’s demand for silk goods has been supplanted by that 
for cotton this has been the effect. Similar has been the 
effect on the producers in India of the demand for standard- 
ized goods in the place of the artistic products, the industries 
for which are rapidl3>' declining. Again, if more is spent on 
goods which give temporary satisfaction and less on durable 
goods, the total national wealth suffers, for the former 
disappear altogether, while the latter give satisfaction over 
a length of time and, therefore, are included in the inventory 
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of national wcaltli. The brat sfjeriding, therefore, is that 
on durable f'<)o<ls, the |>rodurtion of vdiieii reqiiircs 
liigh (jrade ami nrlislie iilall and taste on the part of the 
workers, in all ca.ses where the ntility from the consump- 
tion of durable and pcrisfiable goods is practically tlio 
same. 

Spending of one class of c<tnsutnt’rs affects also that of 
other classes of consumers. 7f the former divert n sub- 
stantial amount of the productive factons, less of thc.% 
remain for producing for (he consumption of the others. 
Thus very luxurious living of a few persons may affect Uic 
supply of the ncccssaric.s of the rest of the community. To 
the extent that the production of the things of luxury 
stimulate high grade and artistic labour, there is a social 
value for that Itiiid of siwnding. Unfortunately, however, 
this is not alway.s the case. 

I'rom the individual point of vicNv no spending can be 
waste unless there is miscalculation. For a man pays for 
a tiling up to tlic margin at which the sati-sfaction equals 
the price, and he gets consumer's surplus on all the preced- 
ing units. But from the .social point of view an expenditure 
may be called waste. It is so called when the satisfaction 
to the consumer is less than the cost of production under- 
taken by the community, tliat is, when the consumer’s 
satisfaction is less than what might liave been obtained if 
the productive factors were employed in producing different 
things for otlier members of the community. 


The Co-operative Store. 

In order to regulate the consumption of the raembei 
so as to effect the greatest cflicicncy, and in order to secur 
commodities as cheaply as possible, co-operative stores ai 
the workers who require help i: 
facturini^ anybody else and who, in manu 

In the closely associated with one anothci 

»«Sri«y K»6<lon.,aB .Iso i„ s„„c other Westen 
_ coootaes, sod. stores hove grorm - n, 
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main principle is embodied in tlie following definition — 
A co-operative store is “an association for purposes of 
joint trading originating among the weak and conducted 
always in an unselfish spirit on such terms that all who are 
prepared to assume the duties of membership may share 
in its reward in proportion to the degree in which they 
make use of their association." ^ The members subscribe a 
small capital for the store, and anybody, member or non- 
member, can buy from it at market prices. Payment is 
usually cash and not on credit, in order to encourage thrift 
among the members. At the end of every year or half- 
year the profit is divided among the members in proportion 
to the purchases made by each member from the store, and 
not according to the share which gets only a small return. 
Thus members “ share in its reward in proportion to the 
de^ee in which they make use of their association." Now- 
adays the whole of the profit is not so distributed, but a 
portion is set apart for educational and philanthropic 
work undertaken for the members and their families. Thus 
huge funds have been raised for starting night schools, 
libraries, reading rooms, cinemas, scholarships for the 
workers’ children, etc. The first society was the Rochdale 
Society of Equitable Pioneers, started in 1844. In the 
United Kingdom there is now the Co-operative Wholesale 
Societj’^ which performs for the co-operative stores the same 
functions which these do for their members. These stores 
are its customers, and its profit is divided among the stores 
in the same manner in which their profit is distributed 
among their members. Thus ultimately the profit of the 
Wholesale Society reaches the members of the stores. These 
societies not only set a standard of consumption for their 
members which is beneficial for them, but also secure the 
articles at the minimum cost by eliminating the middleman's 
profit. They also are managed by the members themselves, 
and thus generate a spirit of thrift, self-help, and work- 
ing together in harmony, tlie moral value of Avhich is very 
’ Fay, Co-operation at Home and Abroad. 
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great, The weak thus combine and become strong in tlie: 
struggle of life against the more powerfub classes. Tims’ 
the status of the weak is raised, and they enjoy a sense of . 
independence and equality which has a value, even from 
the economic point of view. 

Indi-an Co-operative Stores. In India the consumers' 
co-operation has not succeeded mainly because of the want 
of business capacity on the part of the members, and lack 
of understanding its benefits. Tlie Triplicane Store at 
Madras has been tlie only successful organization. There 
have been some other efforts, notably for the mill-hands at 
Calcutta and Bombay, but they have not had the desired 
success, nor can their success be in any way compared with 
the great progress made in co-operative credit societies, ^ 

The Indian standard of living has been dealt with. ® It 
is very low owing to poverty, although it has probably not 
alien as a result of the recent rise in prices, as can be seen 
from the rise in nominal wages.® The rise in prices has 
een steady and, therefore, there has been little improve- 
ment in the economic condition of the consumers. Accord- 
mg to the report following on the inquiry into high prices 
in n la the causes of this rise in prices are — (a) causes 
p^u ar to India, and (b) causes affecting the whole world, 

, ~ are (i) decrease in the production of food- 

^ result of the increase in non-food crops, 

J (2) ““-ease “ the home and 

India ^ materials and foodstuffs grown in 

tion ^ improvements in the means of communica- 

producfs widening of the market for Indian 

(al.develonmp am— -(i) increased supply of gold, 
wealth by^wa^s Sd 

Takincr expenditure on armaments. - 

pW as 100, the index numbers 

rice (Calcutta) 187, 




HI. Chapter xvj 
Vrde ante. Part U. ChaptS ix ‘ 

1. IV. 0>a^ter :^„. 
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rice (Madras) 218, and bajm (Delhi) 168. Taking the 
prices of 1914 as 100, tlie index numbers for 1925 are — 


Foodstuffs : 

Cereals . 


• 133 

Pulses . 


. 129 

Sugar 

, 

• 159 

Tea 

• 

• 153 

Textiles ; 

Raw cotton , 


. 212 

Manufactured cotton 

. 248 

Metals . 

. 

. 128 

Hides and skins . 


. 92 

All commodities 


. 158 



PART VI 

PUBLIC FINANCE 


CHAPTER XXIV 

NATURE AND PRINCIPLES OF PUBLIC FINANCE 

Public finance deals wth the expenditure and income 
of the public authorities of the State, and their mutual 
relation, as also wth financial administration and control. 
Public authority includes all bodies which help the ad- 
ministration of the State, including the municipalities. 
The main divisions of public finance are public expend- 
iture, public income, public debts and assets, and financial 
administration. Thus it is evident that public finance 
belongs to the category of the science of economics. 

Difference Between Public and Private 
Expenditure. 

A characteristic distinction between the adjustment of 
expenditure and income in the case of a private individual 
and that of a public authority is that the former attempts 
to increase his income as much as possible and regulates 
his expenditure according to the income which he earns, 
while [in public finance the necessary expenditure is first 
determined upon and the ways and means discovered in 
order to raise an income sufiicient to cover the expend-, 
iturej In private or domestic finance a great surplus of 
income over expenditure is always creditable, while in 
public finance such a thing would be considered as contrary 
to sound finance. Thus in the former the main point of 
\-iew is from the side of income according to the size of 
which expenditure is regulated, while in the latter the 
primary factor is expenditure according to the amount 
o[^;hich the income is sought to be raised, 
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Functions of Government. 

From the above it will be seen that in public finance a 
good deal depends upon what is considered to be the 
necessary expenditure of the State. Obviously this de- 
pends in its turn upon what are considered to be the proper 
functions of the State. The conception of such functions 
has varied from time to time. At one time the principle of 
natural liberty or minimum interference used to be widely 
accepted. According to this theory the State was to 
undertake the minimum work and leave individuals free 
to pursue their economic activity. This minimum was 
considered to be the maintenance of law and order rvithin 
the realm, that is — (i) protection against other States, 
{2) protection from internal disorders, and (3) protection 
of every member of the State from injustice or oppression 
by promulgating and maintaining laws. Gradually a 
fourth was added, viz. — (4) the construction and main- 
tenance of certain public works and institutions, e.g. roads, 
parks, museums, most educational, sanitary, and medical 
institutions, which it cannot normally be the interest of 
individuals to constnict and maintain under the stimulus 
of the ordinary economic motive. 

In the last hundred years or so, however, there has 
come about a great change in the notion of functions of 
the State, the trend of which has been to include a 
continually increasing number of economic activities as 
forming part of the functions of the State. As a result 
the expenditure necessary to enable the State to perform 
these increasing functions has also increased and thereby 
led to an increasing demand for higher income for the 
State. On the one hand, there are the supporters of 
natural liberty advocating the minimum work undertaken 
by the State, and on the other, there are the Collectivists 
who desire almost every modem form of production to 
be undertaken by the State. 
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Maximum Social Advantage. 

The true test of determining the functions of the Slate 
lies in the principle of maximum social advantage. It is 
deduced from the Benthamite system of utilitarianism, the 
aim of which may shortly be indicated as the greatest 
good of the greatest number. The effects of raising 
revenue are to be balanced against the effects of spending 
it. The former affects those who contribute towards the 
revenue while the latter confers benefit upon them. If 
the latter is great the former may be justified. From this 
point of view the items of expenditure are to be judged 
from the standpoint of (i) protection against external 
attacks, internal disorders, and social injustice and op- 
pression, (2) improvements in the productive power of 
the community, and (3) improvements in the distribution 
of the national dividend. The measurement of the effects 
of raising and spending revenue is complicated by the fact 
that the same amoimt of loss in money is felt differently by 
the different classes of the community, e.g. the loss of R.ro 
by a tax is felt more by the poor than by the rich ouing to the 
latter having more and the former less monej' and, therefore, 
owing to the marginal utility of money being less in the 
case of the latter than in that of the former. From this 
point of view the State is justified in taking more out of 
the rich than out of the poor. But there is a limit. The 
richer classes also produce, and produce more than the 
poorer classes, and therefore the production of wealth and 
the accumulation of capital may suffer as a result of taking 
more out of the rich. This reduces the national dividend 
or the total out of which the income of the State is to be 
derived. In expenditure also the same considerations 
apply. A fixed amount of benefit confers greater good 
to the poor than to the rich. 

Tlie general conclusions which can be drawn from the 
theory of maximum social advantage are that in con- 
sumption the individual is best left to himself except in 
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the case of a few harmful articles, c.g. liquor, opium, etc. ; 
that in production tliis freedom is good so far as the choice 
of a profession and the actual processes of production are 
concerned, but State interference is desirable so far as 
the person of the producer is concerned, that is, in creating 
conditions for the health and morals of the workem, e.g, 
by factory Ia%vs ; and that in distribution free competition 
tends to bring about equitable division of the output 
provided that the parties are equal in the power of bar- 
gaining, so that State interference should try to develop 
the latter condition, e.g. by allowing combination of the 
workers into trade unions and facilitating control boards 
and arbitration councils. 

The State can operate in economic activity by two 
means, viz.— -(i) by interfering vdth the economic activity 
of indi\dduals, and (2) by itself undertaking some kinds 
of economic activity, (i) Law can interfere -with the 
economic activity by (i) penalizing certain economic 
abuses, e.g. slavery, (ii) refusing to enforce certain agree- 
ments, e.g. the Usurious Loans Act in India, according 
to which the court of law can determine what is proper 
interest in spite of what may have been agreed to, (iii) 
requiring publicity to be given in certain transactions, 
e.g. by registration, and (iv) inserting certain provisions 
in a contract, e.g. factory laws. (2) The State can directly 
take up economic activity by (i) becoming a monopolist, e g 
post, telegraph, salt, mint, etc., in India, (u) taking up a por- 
tion of a business and encoura^g at the same time private 
enterprise, e.g. educational institutions, agricultural and 
dairy farms, etc., (iii) enforcing the \vishes of the parties 
when none is expressed, e.g. the law of succession in case of 
intestacy, and (iv) constructing and maintaining uubHr 
works, e.g. roads, railways, irrigation canals, etc 

From the principle of maximum social advanta > 
follows that " public e.xpenditure should be carried fiS 
far that the marginal social advantages of e.xpendit, 
all directions are equal, and just balance the ■ 
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social disadvantages of all methods of raising additional 
public income.” We have already divided public ex- 
penditure and may thus subdivide it further: (i) pro- 
tection to the community from (i) external attacks, i.e. 
armed forces including armjr, na\'y, and aircraft ; (ii) 
internal disorders, i.e. military police, police, and, in 
extreme cases, army ; (iii) protection from injustice and 
oppression, i.e. justice, civil administration, including 
ceremonial and philanthropic institutions, e.g. main- 
tenance of the head of the State, the king or the president, 
or the governor, and old age pension, poor relief, unem- 
plojnnent provisions, etc. ; (2) improvements in pro- 
duction, i.e. expenditure on education, sanitation, medical 
relief, direct encouragement to production by tariff, sub- 
sidy, or bounty, maintenance of consuls abroad, supply 
of currency, railways, posts, telegraphs, irrigation, etc. ; 
and (3) improvements in distribution, i.e. expenditure on 
the poor by taxing the rich, le\'ying taxes more upon the 
rich than upon the poor, etc. 

State Income. 

The income of the State may be classified into the 
following categories — 

I. Quasi-private Income, i.e. income which the State 
receives from sources which are similar to the sources of 
income of private individuals. This may again be divided 
into — 

{A) Income obtained by the State, i.e. income which is 
more or less unearned and does not primarily depend upon 
its o%vn exertions. This consists of — 

(i) Income from public domain, i.e. crown lands, 
hlias lands and forests in India, where lands belong to 
the State, and therefore the income from them goes to 
it. 

{2) Receipts from shares held. The State may hold 
shares in some business, especially in a business of 
public utility, and thus the income comes to the State. 
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{3) Tributes and indemnities, whether as a result 
of war or of peaceful negotiation, swell the income of 
the State. 

(4) Voluntary loans obtained by the State increase 
its income for the time being, although these invariably 
mean future expenditure for the pa3Tnent of interest 
and the repa3mient of the principal. 

(5) Voluntary gifts made over to the State either 
for some public purposes, e.g. maintenance of a 
park, museum, waterworks, electric lighting, educa- 
tional institutions, etc., or simply given to the State 
to help it, e.g. some persons gave away their war bonds 
to the British Government, some contributed to the 
fimds of the French Government to stop further depre- 
ciation of the currency. Examples of the former 
category are the magnificent gifts of Rash Behary Ghosh 
and Tarak Nath Palit to the University of Calcutta 
and that of the late Nawabs of Dacca in erecting water- 
works and electric lighting for the town. 

{B) Income earned by the State. The State may 
iradertake some business and earn income from it. This 
may be in two ways, viz. — 

(i) Services rendered by the State. The patent 
right enables individuals who have taken it to prevent 
others from using their inventions and discoveries.j 
The copyright gives similar protection to authors. In 
some countries there is a fee charged for the registration 
of births. Many irrigation canals in India are main- 
tained by the State, and a water tax is levied on those 
who use it. 

{2) Productive enterprises undertaken by the State, 
The State may directly carry on the production of 
commodities and earn profits from it. These are dis- 
tinguished from (S) (i) above by the fact that the former 
are profits of business while the latter are usually in the 
nature of fees. Such profits in India are earned from post 
offices, telegraphs, railways, etc. 
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II. Compulsory Payment by the Subjects of the 
State. This income maj' be classified again imder two 
heads, viz. — 

(jI) Taxation proper^, and 

(B) Others. These consist of miscellaneous items, 
some obsolete and others in operation in modem times. 
They are — 

(1) Forced loans. In former times the State used 
to compel individuals to contribute to public loans. This 
item is obsolete now. But if there is any repudiation of 
public debts it really means forced loan Nvith retro- 
spective effect. This was done by Russia in 1919. 

(2) The State compels individuals to make other pay- 
ments which arise incidentally as part of other duties 
by the State. Under this head come all pecuniary 
penalties imposed by the courts of law, the charge for 
punitive police in India, where they are posted in a 
locality for purposes of suppressing disorders or stopping 
violent crimes. 

In levying contributions under II above, especially 
taxation, the important thing to be noted is that tlje 
disadvantages of the burden upon individuals calculated 
in terms of the imposition and its effects do not exceed 
the advantages to be derived by the State in spending 
it. In other w'ords, the economic margin should be main- 
tained in all cases of such compulsory payment and its 
expenditure 

Public Debt. 

Public debt may be classified into productive Jmd un- 
productive from the narrow point of view of economics.' 
That portion which has been spent in such a way as to 
bring a sufficient income, e.g. that spent on railways, 
irrigation (productive), etc., may be called productive, 
whereas that portion which does not bring any such re- 
turn, e.g. that spent on war, education, poor relief, etc., may 
. * Vide beloNV, Dart VI, Chapter Xxv, 
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be called unproductive. Prom these illustrations it is 
evident that an unproductive debt is not always a bad 
debt, e.g, that spent in a defensive war or on education. 
Public debt may also be classified into forced loan — 
rare nowadays — and voluntary loan. A portion of it 
may be funded debt, that is, debt for the repayment of 
which an annual sum from the State income is kept aside 
so that when the time for repaj'ment comes the annual 
sum and its interest would equal the total. Public debt 
may be raised within the country or outside it. The 
latter is especially difficult at the time of repayment, for 
it cripples the community without any compensation 
except in aboUshing the interest charge, whereas in the 
case of an internal loan repayment increases the capital 
of the holders of public securities, which is re-invested 
by them within the countiyL 
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TAXATION 

In modem times taxation is the most important source 
of the income of the State. " A tax is a compulsory con- 
tribution of the wealth of a person or body of persons for 
service of the public powers.” ^ 

Tax Characteristics. 

On a careful examination of this definition the follow- 
ing points appear as the essential characteristics of a 
tax — 

1. Its payment is compulsory and does not depend 
upon the option of the taxpayer. If a tax is evaded its 
compulsory character does not cease to exist. A tax may 
be illegitimately evaded, e.g. by smuggling or by false 
declaration of income, in which case the law is violated. 
It may be legitimately evaded, e.g. by not consuming or 
reducing the consumption of the taxed article or service. 
But as the tax is on consumption no body becomes liable 
to pay it without consumption, and if there is consumption 
the tax at once becomes compulsory, 

2. A tax is a contribution and entails a sacrifice on the 
part of the taxpayer. Thus it is a deduction from his 
wealth so far as its payment is concerned although in its 
expenditure by the State some benefit may accrue to him. 

3. The term wealth in this connection is to be taken in 
its strict economic sense of material goods and non- 
material services. Thus a tax may include conscription 
services, the begar system, services of the jurors, etc. 

4. A tax always falls upon persons, i.e. the subject, of 
a tax is a person although its object may be property. 
M a tax is an obligation and a duty it foUows that the 
burden falls on persons. The word person ” includes 

^ C. F. Bastablc, Public Finance, Book III, Chapter 1. 
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natural person, e.g. man, and artificial person, i.e. a firm ; 
the latter also ultimately means individual men. 

5. A tax is for the sendee or benefit of the State. It 
is meant to cover whatever expenses of the State are not 
met from other sources of revenue. Of this service the 
State is the final judge. 

6.. It is for the public powers. The expression includes 
all authorities which are legally entitled to levy a com- 
pulsory charge in their capacity as public bodies. Thus 
it includes both central and local taxation ; in India, central, 
provincial, and local taxation. The levy of the parish 
or of the municipality is as much taxation as that of the 
Imperial Government. 

A modem feature of taxation is that except in local 
finance the revenue from no tax is earmarked for any 
specific purpose. All taxes contribute towards the total 
income of the State and the expenditure is met from the 
whole income. In local finance, however, taxes are some- 
times earmarked, e.g. education cess, road cess, chowMdari 
cess. There are some charges which are doubtful taxes. 
The State may sell articles or services to the public, e.g. 
posts, telegraphs, railways, irrigation, quinine, etc., in 
India, or render services by charging fees, e.g. registration, 
stamps, court fees, etc. Their classification depends upon 
the amount of the price or fee charged. If it is higher 
than what would have been charged if they were privately 
sold, then the excess amount is a tax. If it is equal to 
the private charge it is jjrice. If it is lower the excess of 
the amoimt which would have been charged by a private 
agency over what is charged by the State is really a bounty 
given to the consumers by the State. Public loans again 
are not immediately taxes, and therefore should not come 
under taxation. But they always lead to future taxation 
to meet the interest charge and the repayment of the 
loans. It is doubtful, however, whether this subsequent 
payment of the interest and the principal should be 
called taxation in those cases where they are covered 
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by tlie revenue derived out of the productive use of the 
loans. 

Canons of Taxation 

Adam Smith formulated four canons or rules of tax- 
ation and subsequent ^vriters have added more. These 
canons may be di\nded into ethical and fiscal canons. 
The first canon of Adam Smith, variously called the 
canon of equality or justice or equity, is an ethical rule 
and must be applied to the tax system as a whole, while 
the rest are fiscal rules which are to be applied to each 
tax separately. 

The first and the most important canon of taxation 
formulated by Adam Smith is stated by him thus : " The 
subjects of every State ought to contribute toward the 
support of its government, as nearly as possible in pro- 
portion to their respective abilities> that is, in proportion 
to the revenue which they respectively enjoy under the 
protection of the State.” 

The words italicized in the above statement raise a 
crop of questions which have been differently answered by 
various authorities on taxation. The first word ought 
raises the question of the right of the State to tax its 
subjects. The old theory of English law based this right 
on the sovereignty of the State, the State or the monarch 
or his ministers on his behalf having the right to do so by 
virtue of the supreme power vested in the State. This 
theory was challenged by the American colonists Tn the 
eighteenth century, and the War of American Indepen- 
dence and the foundation of the republic set up the counter 
theory that there is no right to taxation without the 
corresponding right to representation. Thus repre- 
sentation of the ta^ayers or the subjects of the State 
on the legislature is an essential condition of its right 
to tax them. Now both these theories are ‘ combined 

Book v! Raptor of Political Economy. Vol. III. 
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as a justification of tlie right of the State to tax its 
subjects. 

The next words italicized are abilities and revenue. Ap- 
parentty Adam Smith suggests that the ability of a taxpayer 
can be measured by his revenue or income. But it is not 
always so. Several theories have started from this canon 
of taxation as stated by Adam Smith. These are — 

I. Equality of Sacrifice. Ability is interpreted as the 
capacit}' of bearing sacrifice in the form of taxation. In 
other words, the tax system — as distinguished from a 
particular tax — should impose the same burden or sacrifice 
upon all the subjects. This sacrifice is a subjective 
thing which varies according to individuals. It seeks to 
measure the inconvenience or disutility of the persons 
concerned in paying taxes. As John Stuart Mill puts it, 
" equality of taxation, as a maxim of politics, means 
apportioning the contribution of each person towards the 
expenses of government, so that he shall feel neither more nor 
less inconvenience from his share of the payment than every 
other person experiences from his.” In other words, the 
marginal disutility from taxation must be equal in the 
case of all persons. There is no doubt that this is an 
ideal rule of taxation, but the great practical difficulty is 
to measiure this disutility which is purely subjective. It 
cannot be measured by the revenue or the income of the 
person. For example, the income of two persons may 
be the same but one may be a bachelor without anybody 
else to maintain, and the other may have the burden of a 
big joint family on his shoulders. Again, two persons may 
have the same income and the same expenditure, but one 
may derive his income from permanent sources, e.g. land, 
houses, investments, etc., and, therefore has no need to 
provide for the future, whereas the other may derive his 
income from terminable sources, e.g. personal effort as 
lawyer, doctor, cook, coolie, etc., and therefore has to, 
provide for the future when he will cease to earn. Further, 
two persons may have the same income, the same 
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expenditure, and similar sources of income, but one may be 
a great lover of money and the other careless about it, so 
that the marginal utility of money to the two persons is 
different, and therefore the subjective sense of sacrifice 
from the same amount of tax is different. Therefore, 
although from the point of view of the ideal equality of 
sacrifice is desirable, from the practical point of view 
equality of payment according to income or property is 
desirable because it is attainable. 

2. The Faculty Theory of Taxation. This theory seeks to 
develop an objective standard by which to measure ability. 
This is taken as the wealth or property of a man. But 
property for this purpose may be taken as the capitalized 
value of the wealth or property of a man, or it may be 
taken as his income. The former is a more equitable 
standard since a man's property may be used either for 
direct consumption or for earning an income, and if a tax 
is imposed on income the former ^vill not and the latter will 
be taxed. For example, two persons may each possess a 
motor-car ; the one using it for himself will not pay any fax 
as he does not get an income in money, while the other letting 
it out on hire wiU have to do so. But the utility derived by 
each may be the same, the one from the consumption of his 
car and the other from the consumption of other things pur- 
chased by the hire money of his car. Thus ideally the tax on 
the capitalized value of wealth is a better basis of taxation 
than the money income. But capitalized value is difficult 
to ascertain, especially in the case of wealth which has not 
changed hands for a long time, e.g. a special tjrpe of house 
handed down from ancestors. Also such a tax is likely to 
lead to interminable disputes and law suits about the valua- 
tion of property, whereas money income of a man is definite 
and easier to ascertain than capitalized value. Thus from 
the practical point of view income is a better basis of 
taxation under the faculty theory. 

There are certain practical conclusions which can be 
dra\vn from the first canon of taxation, viz., the canon of 
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equaKty. There can be little doubt about their validity 
since they are all supported by both the interpretations 
of ability, i.e. the theory of equality of sacrifice and the 
faculty theory of taxation. We state below the con- 
clusions, as also the argument, according to each inter- 
pretation which supports them — 

(i) The minimum of income required for the neces- 
saries of life should be exempted. This minimmn varies 
in difierent countries according to the standard of living 
and varies also from time to time. But at any given time 
this minimum is more or less definite. This amount of 
income should be exempted from taxation. The reason, 
according to the sacrifice theory, is that the sacrifice of 
necessaries is incomparably greater than that of luxuries 
or comforts. So, if a tax is such that it deprives a man of 
the necessaries of life his sacrifice can be equalled by that 
of the rich only when the latter is taxed so heavily as to 
wipe away luxuries and comforts and touch the con- 
sumption of necessaries. As such a tax on the rich will 
be too high and severely discourage any income above 
what is required to cover the necessaries of the rich, it 
vill very much reduce the total national dividend. 
Therefore, in order to equalize sacrifices the minimum 
required for the necessaries of life is exempted from tax- 
ation. The faculty theory also supports this conclusion 
inasmuch as a reduction in the consumption of the 
necessaries of life as a result of taxation reduces the 
efiiciency of the man as a producer. This lowers his 
income, i.e. makes him less able to bear a tax. Thus the 
sources of public revenue deteriorate if taxation falls on 
the minimum necessaries of life 

(ii) Taxation of income should be progressive or grad- 
uated. The income above the minimum should not all 
be taxed at the same rate, but as the amoimt of the in- 
come increases the rate of taxation should increase too. 
According to the sacrifice tlieorj' this is supported because 
as a man’s income increases the marginal utility of money 
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should be levied on the net profit or net value of the 
property and not on gross profit or gross value. Other- 
wise the replacement of capital may be affected, and there- 
fore future profit or value may go down, thus reducing 
the faculty of the man to pay tax. This corollary is 
followed in order to leave the factors of production un- 
impaired by the tax. 

(iv) Tire rate of taxation should vary according to the 
number of immediate dependents of a man, e.g. his wife 
and children. That is, two persons with the same income 
but with different numbers in tlie family or one a bachelor 
and the other with a family, should be taxed differently. 
The ability of these two persons to pay a tax is obviously 
different whether judged by the sacrifice or by the 
faculty theorjc Such a differentiation incidentally en- 
courages the increase in population and has been an 
especial feature of the income tax of the European 
countries after the War. 

3. The Benefit or the Social Dividend Theory of Taxation. 
This theorj' says that the State is entitled to have the tax 
because of the services rendered by it. This is really 
sought to be worked as an economic justification of tax- 
ation like its political counterpart in the theories of 
sovereignty and " no taxation \vithout representation.” 
The forms which this theory may take in an actual system 
of taxation are — 

(i) Taxation is the price for the protection rendered 
by the State. The fourth word italicized in the first 
canon of Adam Smith is protection enjoyed from the State. 
But the protection that the State gives is more to the poor 
than to the rich who can better protect themselves in the 
absence of the State than the poor. Therefore, according 
to this theor3^ the poor should be taxed more heavily than 
the rich. This is obviously unjust and impracticable. 

(ii) Taxes are paid as part of the social dividend. The 
State offers security of life, property, etc., and is therefore 
really an agent of production. Thus it gets a share of 
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the national dividend in the lorn of taxation just as land, 
labour, capital, and organization receive respectively rent, 
wages, interest, and profit. 

(iii) Taxes are only the fees and prices paid for the 
services rendered by the State, e.g. postage stamps, court 
fees, registration fees, etc. 

4. The Social Function Theory of Taxation, Some 
taxes are justified on the ground that their effect is im- 
provement of the society in general. Their nature and 
amount are so regulated as to bring about certain social 
and political results. Therefore, provision of revenue of 
the State is not considered to be so important as these 
results which follow from their imposition. The forms 
which these taxes may take are various. 

(i) The object of the protective tariff is not to derive a 
large revenue but to shut out foreign competition in the 
home market in order to give special facilities for the 
growth of home industries. 

(ii) Heavy duties are imposed on stimulants, e.g. 
liquor, opium, cocaine, etc., in order to restrict the amount 
of their consumption. 

(iii) Succession or death duties are imposed in many 
Western countries in order to prevent too much con- 
centration of wealth in the hands of one man. 

5- The Principle of Formal Justice. This follows from 
the first canon of taxation. It means that if the State 
imposes taxes in certain circumstances it should do so in 
all cases where similar circumstances operate. This corre- 
sponds to what is precedent in the administration of law. 

The first canon of taxation, as already stated, formulates 
an ethical standard and must be applied to the tax system 
as a whole and not to each individual tax separately. 
Thus the minimum income exempted from taxation can 
be challenged as too high inasmuch as even the beggar 
consumes some articles of comfort and luxury. On the 
other hand, the graduation of- the tax above the minimum 
is purely arbitrary and is also open to challenge. The 
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former is corrected bj’ taxes on articles of consumption 
which all consumers pay irrespective of their income 
being exempted or not, and the latter corrected by death 
or succession duties in the case of accumulated property 
and too much concentration of wealth, especially in forms 
which tend to be permanent sources of future income 
or to bring unearned increment of income. 

Other Rules of Taxation. 

The other canons of taxation are meant to be applied 
to each tax individually. The first three of these were 
formulated by Adam Smith and the rest were developed 
subsequently. Most of the latter have been formulated 
by C. T. Bastable. The other rules of taxation are as 
follows — 

I. The canon of economy is stated thus by Adam Smith : 

" Every tax ought so to be contrived as both to take out 
and to keep out of the pockets of the people as little as 
possible over and above what it brings into the public' 
treasury of the State.” In other words, the excess of 
what the subjects pay over what the State receives from 
the tax should be as little as possible. This excess may be 
the result of several circumstances. 

(i) A large number of ofificials may be necessary to 
collect a tax. Thus tlie cost of collection may be too high. 
In modem times, if it is more than 15 per cent of the 
total receipts from a tax, it is considered to be too high. 
Of course, the amount of the cost varies according to the 
nature of the tax. 

(ii) Almost everj' tax puts some restraint on trade and 
production of the country. The money value of this 
obstacle should also be considered as part of what the 
subjects have to pay but what does not reach the State. 
For example, the tax on transit may bring a small income 
but cut off a good market from the producer. This 
entails greater loss upon tlie latter than the income derived 
from the tax by the State. 
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(iii) If a tax encourages evasion it is likely to lead to 
briberj'^ and corruption. This amount goes out of the 
pockets of the subjects wthout bringing any corresponding 
gain to the State. Also the cost of collection falls upon 
the lower receipts due to evasion, and therefore its pro- 
portion to the total receipts increases. 

(iv) If a tax causes unnecessary vexation it inflicts a 
loss upon the subjects to the extent of the money value 
of such vexation, i.e. the amount which they are prepared 
to pay in order to avoid the tax. 

(v) If an import duty is imposed on an article 
which is largely produced in the country as well, wthout 
any corresponding excise duty on the home production, 
the consumers pay the tax on the whole consumption in 
the form of higher prices due to the tariff, but the State 
income is earned only upon the imported amount. Thus 
the tax takes more out of the pockets of the taxpayer than 
what comes to the State. The greater the proportion of 
the total consumption that is produced at home, the greater 
is the amount of this excess over the receipts by the State 
from the tax. 

2. The canon of certainly is thus stated by Adam Smith : 
"The time of payment, the manner of payment, the 
quantity to be paid, ought to be clear and plain to the 
contributor and to every other person." The reason for 
this is two-fold, viz. — (i) A producer under competition 
tends to work at the minimum profit. We have seen how 
the minimum profit tends under competition to be the 
maMmum. If a tax is uncertain and indefinite he cannot 
calculate the amount which he has to pay and, at the time 
of payment, may have to pay an amount which leaves to 
him a profit which is less than the minimum. This 
discourages production and increases the risk of business, 
(ii) Taking advantage of this uncertainty in the tax the 
collecting officials may arbitrarily exact sums, thus 
increasing bribery and corruption. 

The methods of levying a tax are ad valorem, i.e. 
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according to the value of the taxed commodity, and -pro 
rata, i.e. according to the quantit3r of the commodity as 
measured by the number, weight, or volume. The former 
is more equitable inasmuch as pa5unent is in proportion 
to the wealth. Otherwise the same tax involves greater 
burden upon the worse quality %vith lower prices than 
that upon the better quality with higher prices. Thus 
the Indian tobacco which is of bad quality suffers on im- 
portation to the United Kingdom which charges the duty 
pro rata, and therefore Indian tobacco and the better and 
higher priced tobacco of Egpjd and Virginia pay the same 
amount of the tax by weight. The ad valorem tax has the 
disadvantage that prices of articles keep on fluctuating 
from time to time, and therefore the tax which is to be 
paid at the time when it is lerued cannot be accurate!}' 
calculated at the time when the business is contracted 
for. From this point of view the pro rata duty is superior 
inasmuch as the exact amount of the tax can be calculated 
from the quantity of the commodity which is moving 
and which is to pay the tax. The best practical system 
seems to be a combination of the two systems whenever 
that is possible. In this system a commodity is classi- 
fied into different grades according to its quality or value 
and on each grade a pro rata dut}' is levied. This means 
that calculation of the tariff is in terms of its value, whereas 
its actual levy is in terms of its quantity. Tins makes 
for certaint}' in collection at the same time that it retains 
the merits of the ad valorem system. But if there is a 
permanent change in the relative value of the different 
grades of the commoditj' it may work as a hardship upon 
the appreciated grade. This can be remedied by occasional 
revision — %o.y, annual revision — of the classification of the 
commodities into grades bj' value or quality. 

3. Adam Smith states the canon of cmvenience as 
follows : " Every tax ought to be levied at the time and 
in the manner in which it is most likel}’ to be convenient 
for the contributor to paj' it.” Good government requires 
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this rule to he iohowed as being least disturbing to the 
taxpayer. Also it ensures the least economic friction, 
and therefore the effect upon the trade and production 
of the country is likely to be the least because the sense of 
the burden is minimized by the convenient manner in 
which, and the convenient time when, the tax is collected. 

4. A required amount of revenue is more conveniently 
raised by levying a small number of vety^ productive taxes 
tlian a large number of less productive ones. A tax 
always interferes wth the business of the country and 
has reactions on it more far reaching than the immediate 
sacrifice of the taxed amount. Therefore, the less the 
number of taxes the less is the interference with the econ- 
omic activities of the people. Moreover, a large number 
of taxes is both complicated to administer and costly to 
collect. 

5. A good tax should be such that in case of a larger 
revenue being sought to be raised from it the cost of col- 
lection would not materially increase nor would new 
machinery for collection be necessary to be set up. 

6. A good tax system should be such that the revenue 
increases with an increase in the number and wealth of 
the people. For example, the revenue from a tax on an 
article widely consumed increases in this way, and that 
from the income tax increases with an increase in the 
wealth of the people. 

7. A taxis good the revenue from which is definite so that 
the Government is able to frame its Budget in advance 
without running any risk of a sudden reduction in revenue. 
From this point of view the very high proportion which 
land revenue bears to the total revenue of the provincial 
governments in India is a defect. 

8. Above all it must be remembered that the object 
of a tax is not primarily to secure justice or equality or 
any other of the above rules, but its primary aim is to 
secure adequate revenue for the State. Therefore, the 
most fundamental merit of a tax is its productiveness. 
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and it is only in the case of a productive tax that the above 
rules are to be applied in order to secure justice as between 
individual taxpayers or to minimize other hardships 
incidental to the imposition of a tax. 

Direct and Indirect Taxes. 

Taxes are divided into direct and indirect. A direct 
tax is one which is levied upon a person who it is intended 
should pay it, e.g. the tax on income. An indirect tax is 
.one which is levied upon one person but it is intended 
that somebody else will pay it ultimately, e.g. the trader 
or the producer pays the tax on a commodity, which is 
realized from the consumers. The burden of a tax is 
called its incidence and its transfer from one to another 
person, as in indirect taxation, is called shifting. There 
may be shifting even in direct taxation, although this is 
usually not contemplated by the law. For example, 
a house tax levied on and meant to be paid by the owner 
may be shifted to the occupier in case of a shortage 
of supply of houses. On the other hand, an indirect tax 
meant to be shifted may not be possible of shifting. For 
example, the dealer in a taxed article with elastic demand 
may not be able to shift it to the consumers by charging 
a higher price in a time of depression. The law con- 
templates shifting only in the case of indirect taxes. These 
may be levied through the exporter and the importer, 
when they are called customs duties, or they may be 
levied through the producer, when they are called excise 
duties. 

. Incidence of Taxation. 

Incidence of a tax should, however, be distinguished 
from its effect, which is of wider import and is more complex 
in life. The incidence of the import duty on cotton piece 
goods in India faUs upon the consumers, but the effects 
may be more extensive. The price of cotton piece goods 
ma^’ be pushed up so high that the consmners harm to 
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reduce their demand of other articles in order to buy 
enough of this necessary article. Thus the producers and 
traders of other articles may be affected by the import 
duty on cotton. Both the incidence and effect of a tax 
are largely determined by the elasticity of demand for 
the taxed article. If the demand is inelastic the tax falls 
on the consumers. If it is elastic it falls on the trader and 
the producer. Usually the demand is between the two 
extremes of perfect inelasticity and perfect elasticity. 
Then the tax falls upon the parties according to the 
greater or less elasticity of demand on the part of the con- 
sumers. Thus very heavy taxes on articles of luxur}', . 
although justified bj' the canons of taxation, do not 
become very productive since the reduction in demand is 
also ver}' great, and therefore the incidence of the taxes 
tends to fall upon the producers. 

Tax Systems. 

The tax system of a modem State is a combination of 
direct and indirect taxes supplemented by a third category, 
\'iz., charges on transfers and communications. We have 
seen that the subject of a tax is always a person or body 
of persons. But its object may be a thing, e.g. income, 
property, commodities, services, etc. According to their 
object taxes may be classified into real and personal. A real 
tax is one the object of which is property, e.g. land, house, 
goods, etc. A personal tax is one the object of which is 
a person, e.g. income tax, capitation tax, poll tax, efcl 
This classification of taxes into real and personal is, however, 
unscientific inasmuch as the subject of all taxes is persons. 
The charges imposed by a modem tax are usually on land, 
houses, property and capital, income, customs, excise, 
communications, stamps, and death duties. In franaing 
a good tax sj^stem by levying ta.xes on these items a care- 
• ful stud3' of the real and apparent incidence is essential, 
for unless the incidence is located it is impossible to apply 
the canons of taxation, especially the first one of equality 
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or justice. The incidence of taxation on the above items 
is usually as follows ^ — 

1. Land. If a tax on landed profits or property be a 
part of a general income or property tax, it cannot be 
shifted and will be borne by the landowner. If imposed 
as an exclusive tax on cultivating owners, it will even 
then bo apt to remain where first put. If charged on the 
tenant-farmer, the ta.\' unll fall on the landowner in the 
case of pure competitive rents, and will be divided between 
the landowner and the tenant in the case of non-competitive 
rents. 

2. Mouses. A tax on houses levied according to rental 
\’alue and assessed on the occupier rests in the main ultim- 
ately on the occupier unless there is an excess supply of 
houses, in which case it may be partially or wholly trans- 
ferred to the owner. 

2 .- Property and capital. Owing to the practical diffi- 
culty of correct assessment property, except in the forms 
of taxes on lands, houses, and income, and of death duties, 
is rarely taxed now. A tax on personal property, which 
is not capital, cannot be shifted. A tax on mortgages 
or other loanable capital will as a general rule fall on the 
borrowers. 

4. Income. A general income-tax is only a combination 
of taxes on the separate elements of income, viz., rent, 
interest, wages, and profits, ’Its incidence, therefore, 
depends upon the laws applicable to each separate part. 
Generally speaking, it cannot be shifted. If a tax on 
profits be confined to the profits of some particular 
occupation, it will, in the long run, be shifted to the con- 
sumer. If it extends to all profits, it will be borne by 
the producei', A tax on wages tends to fall upon the 
workers unless, under trade union influence, it can be 
shifted to profits. 

5. Ci<sio 7 !is and 6. Excise. A ta.x on either absolute 

Vre<icrick Aiterburj', .Article on Taxation in the Dictionary of 
Potitical Economy, Vol. III. 

= 1— (6059) 
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necessaries or expensive luxuries, whether imposed as an ; 
import or an excise duty, will be shifted in its entirety to 
the consumer since a rise in prices will not materially affect 
the demand, A similar tax on comforts and minor luxuries, 
that is, the general mass of commodities, will be divided 
between the consumer and the producer in proportions 
varying with the elasticity of the demand and the ratio of 
produce to cost. An export, duty on exceptional articles 
like the Indian jute, opium, and rice may partly be 
passed upon the foreign buyer. Otherwise an export duty 
falls upon the home producer. 

7. Communications and transport. Railways, posts and 
telegraphs, and navigable irrigation canals are the three 
main somrces of taxation in India under this head. The 
tax falls upon the consumer and cannot be shifted, 

8. Stamps. Stamp duties on commercial instruments, 
such as bills and receipts, usually fall on business profits. 
Those on transfers of land and other property are probably 
divided between the buyer and the seller. 

g. Death duties, or succession duties, or inheritance tax. 
Such a tax cannot be shifted. 

Taxes on Monopolies. 

The incidence of taxation of monopoty revenue is 
somewhat different. It varies also -with the nature of the tax. 
Three varieties are possible. There may be a tax fixed in 
total amoimt or a tax vaiying according to the amount of 
the monopoly revenue or a tax varying in proportion to the 
quantity of the monopoly output. The two former fall 
upon the monopolist. The monopolist is already haidng ’ 
the maximum net monopoly revenue. Therefore, if he 
varies the price or the quantity or both, his income cannot 
increase. So, his present output must bear the fixed tax 
or if it is in proportion to his present net monopoly revenue 
he bears it. But if the tax is levied according to the 
quantity of the output, it may be possible for him to shift 
a part or the whole to the consumer. For example, if we 



TAXATION 


315 


assume that he can produce 2 lacs rmits \vith R.6 as the 
rate of net monopoly revenue, 1 lac units with R.13, and 
70,000 rmits witli R.18, his total monopoly revenue would 
respective^ be R.12 lacs, R.13 lacs, and R.12,60,000. 
Without any tax he would produce i lac units and have 
a monopoly revenue of R.13 lacs, (i) If a fixed tax of 
R.5 lacs be imposed, it rvill fall upon him since by a 
change in price or output he can get either R.12 lacs or 
r.12, 60,000, out of which the tax will have to be paid. Thus 
his maximum income will be when he produces i lac 
units and earns R.13 lacs out of which he rviU pay R.5 
lacs as the tax. (2) If a tax proportional to the revenue 
be imposed, say, 10 per cent, then rvith 2 lacs output he 
rvill get r. 12 lacs and pa}' as tax R.1,20,000, the net 
amount being R.10,80,000 ; rvith i lac output his profit 
rvill be R.13 lacs, the tax R.1,30,000, and the net gain 
R.11,70,000 ; rvith 70,000 output his profit will be 
R.12,6o,ooo, the tax R.i, 26,000, and the net gain 
R.1i,34,ooo. Thus his maximum profit is obtained, as 
before, when he produces 1 lac units. (3) But if the tax is 
proportional to the quantity, say, R.5 per unit, the amount 
of the tax vdll be R.io lacs, R.5 lacs, and R.3J lacs 
when he produces 2 lacs, 1 lac, and 70,000 rmits respec- 
tively. Therefore, his net income vtU be R.2 lacs, R.8 
lacs, and R.9, 10,000. Therefore, he will now reduce his 
output to 70,000 rmits, earn R.12,60,000 as monopoly 
revenue, pay a tax of R.3,50,000, and get a net income of 
R.9,10,000. This vdll make his net income higher by 
R.i,io,ooo than what he can earn (R.8 lacs) if he does not 
change the quantity of the output. This really means that 
his net income goes down from R.13 lacs to R.9,10,000 
although he pays a tax of R.3i lacs. In other words, 
R.3^ lacs minus the difference {R.3, 40,000) between R.13 
lacs, his former income, and R.9,10,000, his present 
income, i.e. R.10,000, will be the amount which he can 
shift to the consumer. 

Thus if the object is to tax the monopolist the best 
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tax would be one fixed in amount or one in proportion to 
the monopoly revenue. But if it is a fixed amount it is 
unfair as between two monopolists earning substantially 
different incomes. If it is in proportion to the net mono- 
poly revenue, the difficulty is to find it out. as it will be 
necessary to find out his cost of production, and so there 
may be evasion. On the other hand, the quantity of the 
output is easy to ascertain and so it can be easily taxed. 
But this leaves to the monopolist the opportunity of 
shifting a portion at least of the burden of the tax to the 
consumer and thus defeat the primary object of the tax, 
\dz., to tax the monopolist. 



CHAPTER XXVT 


INDIAN FINANCE 

Public finance in India can be classified into central, 
provincial, and local. The first is of the Government of 
India, the second of the various Provincial Governments, 
and the last of the municipalities, district boards, village 
unions, etc. Here we are concerned mainly with the 
first. 

Peculiarities of Indian Finance. 

The special features of Indian finance are ^ — 

I. The remittance demand. The political and economic 
connection of India wth England has led to this special 
feature. The expenditure under this head may be sub- 
divided thus — • 

(a) The " Home Charges.” These consist of the foUorving 
items : (i) The expenditure of the High Commissioner for 
India and a part of the expenditure of the India Office are 
borne by India, (ii) India has to make certain contri- 
butions to the British Government for the services of 
British regimental troops in Indian territories and of the 
British Navy in Indian waters, (iii) The civil and military 
officers who retire or go on furlough have to be paid their 
pensions or allowances in England. 

(J) Capital expenditure. This consists of capital bor- 
rowed and spent in England, as also the interest charge 
on it. The items are : (i) The interest on sterling bor- 
rowings of the Government of India is to be paid in 
England, (ii) Wfhen the Government of India bought the 
railways in India the payment in the case of some railwaj^s 
was converted into annuity charges for some years. These 
have to be met in England, (iii) In the case of some railway 
companies which manage the State railways in India, any 
1 K. M. Purkayastha. The A.B.C, of Iiidtan Finance, CUapterlj. 
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profit made above the guaranteed minimum i5_ shared 
between tiic Government of India and the companies. 
This share of llie surplus due to the latter is paid in England 
as most of tire companies arc there, (iv) The Government 
of India purchases a large amount of stores and railway 
materials outside India, and payments for the price lead 
to remittance on Government account. 

(c) The exchange transfer of funds. We have seen 
that the Government of India fixes and maintains tlic 
rate of rupee-sterling exchange and sells Council Bills and 
Reverse Council Bills for the purpose*. This creates the 
obligation on the part of India to handle remittances to 
and from India. 

2 , The precarious dependence of the Indian revenue on 
tlic agricultural prosperity of the country. Tliis element 
of uncertainty is introduced into Indian finance because 
the agricultural products form the bulk of the economic 
wealth of India. Agriculture depends upon the monsoon 
and tire bulk of tire Indian revenue depends upon good 
harvests, (i) This not only affects land revenue, which is 
now a prordncial item, but also other items of revenue, 
(ii) With the failure of harvest exports decline and there- 
fore the revenue from export duties, i.e. from rice, jute, 
tea, also diminishes. This direct effect of lower exports 
is not of much consequence inasmuch as the income derived 
from export duties is small, (iii) But a fall in exports 
brings about a fall in imports as rvell. This reduces the 
revenue from the import duties which form a very sub- 
stantial source of central revenue, (iv) Also the prevailing 
distress among the people as a result of the failure of 
harvest reduces their purchasing pow’er. Thus there is . 
a general fall in demand for all imported goods. This 
further reduces the revenue from import duties. (v) 
Sloreover, the trade and production of the country suffer, 
and therefore incomes of the people go down. Thus 
the revenue from income-tax, which forms the second 
T idc ante. Part III, Chapter xxi. 
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important source of central revenue, is reduced, (vi) With 
a reduction in the income and in the trade and production 
of the cruntry there is a fall in the railway earnings which 
form another important source of revenue. The revenue 
from customs, income-tax, and railways forms about 75 
per cent of the total rer^enue of the Government of India. 
Thus it is true indeed that the Budget estimates in India 
are " a gamble in rain." 

3. The earnings of the commercial services. These 
consist mainly of railways, irrigation, and posts and 
telegraphs. Of these irrigation is now a provincial subject. 
The revenue derived by the Central Government from 
railways and posts and telegraphs forms about 22 per cent 
of the total revenue. 

4. The peculiar monetary system. India has the gold 
exchange standard. To maintain this the Government 
of India has to sell Council Bills and Reverse Council 
Bills. This places it in the position of an exchange bank 
discounting sterling bills at a fixed rate of rupee exchange. 
This also creates remittance demand which has been noted 
in I (c) above. 

Expenditure. 

The items of expenditure are tlius classified in the Budget 
of the Government of India — 

1. The direct demands on the revenue representing the 
cost of collecting revenue. These consist of ex-penditure 
on customs, income-tax, salt, opium, land revenue, e^ccise, 
stamps, forests, and registration. Tliey represent a little 
less than 4 per cent of the total expenditure. 

2. The expenditure chargeable to the commercial ser- 
vices. These consist of railways, irrigation, posts and 
telegraphs, including capital e-xpenditimc. They form 
about 22 per cent of the total. 

3. Tlie debt cliarges. Those consist of the ordinary^ 
interest excluding the interest for the productive debts 
which pay for it out of their income, interest on other 
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obligations, and the sinking fund. These form , about 14 
per cent. 

4. The cost of civil government. This covers about 
13 per cent of the total expenditure. The items include 
various heads of expenditure. They are civil admin- 
istration, currency, mint, and exchange, civil works, and 
miscellaneous. 

5. The cost of military services. These include array, 
marine, and military works. The expenditure on this 
head is 46 per cent of the total. 

6. Adjustments and extraordinary items. 

GENERAL STATEMENT OF EXPENDITURE 


(In lacs of rupees) 


Expenditure 


Accounts 

1913-14 

Budget 

Estimate, 

19*5-26 

Direct demands on the revenue 


3.16 

5-29 

Forest and other capital outlay 
to revenue 

charged 

11 

33 

Rail-ways .... 


19,25 

28,65 

Irrigation .... 


10 

18 

Posts and telegraphs 


39 

28 

Debt services 


15.18 

18,18 

Civil administration 



10,98 

Currency, mint, and exchange 


55 

73 

Civil -works .... 


i »59 

1,68 

Miscellaneous 


5,02 

4,02 

Military services . 


31-90 

60,26 

Adjustments between the Central and 
Provincial Governments, and extraordin- 


ary items .... 

• 

60 

41 

Total expenditure charged to revenue 

69,69 

130,44 


The above classification is not scientific and is in some 
cases overlapping. A better classification r is according 
to the functions of the Government. The expenditure 
is divided into two main classes, viz. — (I) primary 
and (II) secondary. (I) The .primary expenditure is 
' G. F. Shirras, The Science of Public Fi«o«ce. BooL II, Chapter v. 
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divided into (i) defence : naval, military, air ; (2) law 
and order comprising (i) law and justice including 
(a) judiciary, (b) prisons and convict settlements, and (li) 
police ; (3) chdl administration comprising (i) salaries and 
allowances of heads of governments or administrations, 
(ii) the charges of secretariats, (lii) most of the civil 
services, (iv) expenses of legislatures, (v) salaries and 
expenses of representatives abroad, and (vi) the cost of 
collection ; and (4) debt services. (II) The secondary 
expenditure is divided into (i) social, comprising (i) edu- 
cation, (ii) public health, (iii) famine rehef, and (iv) 
similar social services ; (2) Government or public under- 
takings, comprising (1) railways, (ii) irrigation canals, (lii) 
roads, etc., (iv) posts and telegraphs, (v) telephones, (vi) 
subsidies for industries and research, (vii) geological and 
other surveys, and (viii) grants to develop commercial 
aerial communications : and (3) miscellaneous, comprising 
(i) pensions, (ii) drawbacks, and (in) refunds. 

The gross expenditure chargeable to the revenue of 
India, Central and Provincial, is classified in the following 
table — ^ 


He'ids of expenditure 


■ 

1901-04 

J9ii'*r2 

' 9 » 3 'M 

1921-22 

r Primary 

74 4 

573 

Cs'Z 

61 s 

60 3 

67 t 

(i) Defence 

33 4 

s 5 5 

aa 0 

265 

156 

33 5 

{2; and Order 

IQ 6 

8 6 

9 4 

107 

10 S 

8 6 

Law and justice > i 

5 9 

4*3 

4 9 1 

ti 

5 0 

3*3 

Police 

4 7 

4 4 

4 3 

3 0 

38 

53 

(l) CtN d administration 

14 6 

10 7 

13 4 

12 1 

n 7 

ro 9 

General administration 

iS 

2 0 

2 2 

33 

3 4 

4 6 

Cost of coitection 

\Q 2 

78 1 

94 1 

75 ; 

79 i 

53 


0 6 

09 1 

J*l 

1 3 

t 4 1 

1*0 

i4) Debt seniors ! 

WS 

UM 

13 5 

125 

12 2 

15-0 

Productive 

3 6 

6 6 

0*2 

99 

to 4 

79 

Unproductive 

J2 2 

4 8 

33 

2 6 

: X 8 

7 1 

2 Secondan 

23 6 

42 8 

36 8 

38 2 

39 7 

75 7 

(I) Soaal 

3 7 

' 4 3 

3 9 

54 

6 8 

C ‘5 

Education 

1 3 

X 6 

1'2 

35 

3*7 

3 » 

Others 

^ 4 

zC 

2 */ 

3 9 

3 t 

4 7 

(t) Government or public 
uridtrtahin^s 

14 1 

3 t -i 

aj-r 

2<'2 

35 7 

20 S 

(3) MiscrPmeoos 

10 t 

<»s 

9S 

$-6 

7 3 

56 


roo 

too 

100 

too 

lOO 

10a 


» G F Shims, The Science of Pubhc rmat’ce, "Bool. 51 
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The variation in the percentage distribution of net 
expenditure (central and prordncial), i.e. gross expenditure 
minus the revenue, in a few countries is given below ^ 


Heads of expenditure 

India 

The United 
Kingdom 

France 

Japan , 

Pre- 
! war 

Post - 1 

1 

1 Pre- 
1 war 

Post- 

war 

Pre- 
1 war 

Post- 

war 

Pre- 

war 

Post- 

war 

Cost of collecting revenue 

9 ‘x 

8-1 1 


m 

t 


1-7 

i 1-2 

Defence . . . j 

21*4 

1 26-8 

44*7 

1 x 6*5 ! 

40-3 

\ 11*8 

35*4 

i 47*9 . 

Pensions including war | 
pensions 

8*1 

6-8 ' 

8*0 

xx-i ! 

7-6 

X5*S 

5-8 

3-6 

Debt services 

I2‘0 

14-0 

14*1 

42*4 

21‘5 

22*0 

26*3 

JU u 

Education 

3-8 

4*1 

ll'O 

4*3 ! 

8*2 

3*0 



Civil administration 

25*8 

23*4 

18-8 

6«6 

21*6 

6‘6 

28-S 

3|'6 

Deficit on quasi-comtnercial 
undertakings 

_ 


■■ 

0*3 


3'0 : 

— 

— ■ 

Others , . , . 

xg‘8 

x6*6 



0-S 

37-8 



Total , 

100 

too 

■ 

iBI 

100 

100 

s 

xoo 


t Included in civil administration or others. 


We shall consider here a few of the important items of 
expenditure of the Central Government, (i) The military 
expenditure. The folloNving table shows the growth of. 
military expenditure in India — 


Year 

Expenditure 

1859-60 

"ii 

19,300,000 

1862-63 

12,500,000 

1900-01 

15,000,000 

1913-14 

19,800,000 

1925-26 

45,200,000 


In 1913-14 the military expenditure absorbed 30 per 
cent of the total central expenditure. Now it is 4® 
per cent. 

2. The expenditure on civil government. The depart- 
ments and the services under the control of the Central 
Government are unimportant, the main item being the 
general administration. 

3. The e.xchange. The gain or loss by exchange repre- 
sents the difference between the accounts rate of ex- 
change, i.e. the official or legal rate, and the actual rate 

1 G. F. Shinras, Tke Science oj Puhlic Pinance, Book II, J>. 54- 
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at which remittances are made. Since 1917-18 the 
discrepancies between the two rates has been -wide. At 
present (December, 1926) the legal rate is 2s. gold and the 
actual rate is is. 6d. gold 

4. Railways. All tlie important railways except the 
B.N.W. Railway are owned by the State. Originally the 
guaranteed system was followed \ When the State bought 
the railways in exercise of its powers under the contract 
with the companies, the purchase money was paid by 
raising a loan or arranged to be paid in annual instalments 
covering some years. The latter is annuity payments, 
more than oneTourth of which have been paid off. The 
former is to be paid by a sinking fund towards which an 
annual contribution is made out of the revenue. The 
present sinking fund covers more than one-half of the 
original loan. The new capital for railways is usually 
raised by loan. A portion of the railway capital was 
contributed by the companies. Also there are certain 
subsidies and free gifts of land to some private companies. 
Thus the railway expenditure consists of (i) annuity pay- 
ments, (ii) sinking fund, (iii) interest on capital borrowed 
by the State, (iv) interest on capital contributed by the 
companies, and (v) miscellaneous, including subsidies and 
free gifts of land. Since 1923 the railways have become 
an important source of revenue. 

Public Debt. 

The public debt of India consists of the productive and 
ordinary or unproductive debt. The former is what }delds 
or is expected to yield a revenue and includes expenditure 
on railways, irrigation, and posts and telegraphs. In 1867 
was started the practice of providing funds for capital 
expenditure by loans. (1) In that year the only item 
was barracks. (2) After the Orissa famine of 1866 irri- 
gation was added, and canals, reservoirs, etc., were built 
with funds raised by loans. (3) In 1870-71 when it was 
* Vide ante, Part II, Chapter vii. 
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decided to drop the guaranteed system of railways, this 
item was added to the list. Since 1879 the expenditure 
on productive works has been systematically pursued and 
an annual expenditure from loans of R.ai crores or R.3§ 
crores has been provided. This was curtailed during the war. 
Since 1922 a five years’ programme of R.150 crores on 
railways is being followed on the recommendation of the 
Acworth Railway Committee. (4) In 1911 the construction 
of the new Delhi was provided from loans, and more 
than R.io crores has been already spent on it. (5) I^^ 
1921-22 the major portion of the capital expenditure on 
posts and telegraphs was decided to be met out of loans. 

As a result of this continuous programme of capital 
expenditure met from loans the public debt of. India has 
steadily grorvn in size. This growth can be seen in the 
following table — 


Year 

Public debt 

1857 

;f55,ooo,ooo 

1859 

74,000,000 

i86i 

97,800,000 

1875 

122,000,000 

1893 

175,300,000 

1908 

214,000,000 

1914 

274,200,000 

1923 

240,000,000 and 
R.4,210,000,000 

1925 

/2g6,50o,ooo and 
1^.3.701,800,000 


Thus the increase of the public debt over that of 1914 
— the pre-war figure — is more than 109 per cent. 


Revenue. 

Following the Budget headings the revenue of the 
Government of India can be classified thus — 

1. The revenue from the fiscal group or those repre- 
senting revenue proper. This is shown in the Budget 
as the principal heads of revenue and includes the receipts 
from customs, income-tax, salt, opium, land revenue, 
excise, stamps, forests, registration, and tributes from 
Indian States. These form about 58 per cent of the total 
revenue of the Central Government. 
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2. The revenue from the commercial services. These in- 
clude the railwaj's, irrigation, and posts and telegraphs. The 
percentage of receipts from these items to the total is 27. 

3. The revenue from the administrative heads. These 
include interest, civil administration, currency, mint, and 
exchange, civil works, miscellaneous, and railitar}? depart- 
ment. The revenue from these items forms a little less 
than 10 per cent of tlie total. 

4. The revenue from provincial contributions and extra- 
ordinary items. This forms 5 per cent of the total 
revenue. 


GENERAL STATEMENT OF THE REVENUE 
(In lacs of mpees.) 


Revenue Heads 


Accounts 

1913-14 

Budget 

Estimate, 

1925-26 

Principal heads of revenue ; 
Customs .... 


11,14 

46,35 

Taxes on income . 


2,90 

17.35 

Sait 


5.15 

6,95 

Opium .... 



3,55 

Other heads 


1.82 

2,23 

Railways .... 


26.43 

23,89 

Irrigation .... 


6 

10 

Posts and telegraphs 


87 

68 

Interest receipts 


1. 14 

3,60 

Civil administration . 


34 

72 

Currency and mint 


1,21 

4.0S 

Civil works .... 


7 

10 

Miscellaneous .... 


31 

43 

Military receipts 

. 

2,05 

4,01 

Provincial contributions and extra- 
ordinary items . . , . 1 

9.83 

6,60 

Total 

• 

65.78 

130,68 


Another, and probably a better, classification of the 
revenue is into (a) tax and (6) non-tax revenue*. 

(a) Tax revenue is divided into (i) receipts from direct 
taxes and (2) those from indirect taxes. (1) Direct taxes 
include land revenue and income-tax. (2) Indirect taxes 

I Vide G. F. Shirras, The Science of Public Finance, Book 111 , 
Chapter Xlll. 








i 

(«) i 

?'e« > ovr t 


1 »»7-« ■ 

1 iA-; 

i»l tUfrO laxe'i : | 

rr-J 1 .US ] 



{ 

I.AK.t irvi-sej-i 

4 ) -u ! rs 0 

Ji-i 

1 i 

1,-2 

OtSii-r <SuT<t 1 

i ] 


f 


ps \ *-o 1 


,vi 

j srr 

(;) ItiCittct t:ivr« j 
{/) bVn-tsx 

t5-i 1 ^i-'' 1 

m <> 1 j<-<> j 

1 1 


1 i,-. 

i 3'.-r 

1 w« 

1 

tevrea!- ; ! 

i 1 ) G'lVrtatnm*. r.-t 
putjSic ! 

j 

i 

1 ; 

ue.'irrtaWnf:'* , 

io 1 V”t i 

J'-5 

j .M-,t 

i i?"o 

( 1 ) S'X.'i.'U 

1 O't i 



! 0-4 

(j) anti OtJ.cr 

1 i 


f 

1 

r^o;:Tc^s 

S-o i Pi \ 

i-s 

j f-l 

j l0-f> 


r(x> 1 »t?o ^ 


1 JW> 

1 5tx> 

1 


Tax revenue form;; about 5S per cunt, nntl non*?ns 
revenue about -.ja pvr cent oi Ibe total revenue of the 
Central Government, Of tax revenue, again, the in- 
come from direct (axes is about 30 per cent .and that 
from indirect about 70 per cenf. Of non-tax reventse the 
most important item is the railway receipts which form 
about 62 pex cent of the total under non-tax re.vcnue. 

• G, F, Slvirtas. Thr S(it»CT of PulUr Pinmcf, Itooli Jll. p. 
120 . 
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We shall deal here with a few of the important items 
of revenue. (l) Land revenue. Although land revenue 
is now a provincial item, its importance in the Indian tax 
system is so great that a few words should be said about 
it although we are primarily concerned with the revenue 
of the Central Government. The land revenue varies 


from province to province as also according to the nature 
of the settlement^. The incidence of land revenue per 
acre of fully assessed land is as follows- — 


Province 

Permanent 

Settlement 

Temporary Settlement 

Zaymndari 

Ryotwari 


R. A. P. 

R. A. P. 

R. A. P. 

Bengal .... 

Q 9 0 

129 

— 

Bihar and Orissa 

044 

0 13 0 

— 

Assam .... 
The United Prownccs : 

016 

148 

208 

Agra .... 

0 IS 0 

1 3 0 

— 

Oudh .... 

0 14 X 

I 4 2 

— 

Madras .... 

0 10 3 

— 

I 14 5 

Bombay .... 
Sind .... 


080 

1 3 S 

2X9 

The Punjab 

— 

0 15 0 

— 

The Central Provinces 

Berar .... 

— 

066 

0 3 10 

1 I 9 


The incidence of land revenue per head of the popula- 
tion is R.16. 

2. Income-tax. It was first introduced as a temporary 
measure in i860. In 1916 the principle of progression or 
graduation was introduced, the exempted minimum being 
raised to incomes below R.i.ooo per annum. The rate 
was as follows : Income from R.1,000 to below R.2,000 
at 4 pies in the rupee, that from R.2,000 to below R.5,000 
at 5 pies in the rupee. These were the existing rates. 
Further graduation was made for higher incomes. The rate 
or income from R.5,000 to below R.10,000 was 6 pies, 
that for income from R.io,ooo to below R.25,000 at g pies, 

* For a description o£ the various settlements vide ante. Part IV. 
Chapter xix, 

• G. F. Shirras, The Science of Public Finance, p. 226. 







3^8 r.coN'OMic rm-navLTA rou n.'inAS 

nnd tlsn! for incorr,'^ of J?,s5,rx>'* ajnvard:. j snnn ir. 
lilt- nipx‘. In Kit/ n i:«|K-r-!.tx to;: if5Sf^>.'t4 on incotiurt 
hiulifir tlwti R-so.KOo in fidtliiinn to tilt: iiicomt: fas:. .'Tite 
{graduation ivas : (i} (lie fifit 3 m» ILjo.ooo at th'? 

late o! t antKt in fne njfx-c. (it) the n^xl R-So.o&'i :d 
annac. fiu) the next R-So.ono ni 2 anna?*, fiv) the ri«t 
K.5 o,{k»u at 2i anna?, and {v) ali incorii'-a alxive that at 3 
anna.« in the rnpee. In t9i0'20 an exeex*; profit tax 'ii’esi? 
imptecd which wms nlKiIndiK! in the folhjwinrt year. In 
i9!«)-20 the incomt- w.\< fsi’a.-d to inrninr?' liiUwe 

K.2,000 per annum. Tills Uv<'<\ o'.tt of 

ta.v|>a;Try w-ith a loss of income of only Ivyy Iac.‘. In 
t92o-2J tht?up;r*!;i,': on the undivided profits, of companies 
WAS convcrtcil into a enrpomtinn tax with a maximum 
rnte of I anna in the nipt'c. Tuts dtfcrinitnrtlion iiotwcon 
divided and undivided profit.s vm;> nuuic to rncouniyc the 
latter, which .arc added to the vorkinj; capita), 

3. Castoms, The general rate pince iSc/> w'.as 3i l>er 
cent on imports. In 1916 it was raised to 7I per cent< 
machinery (except for cotton indiistri--«) being taxed for 
the first lime at 2i ^jer cent, sugar at 10 per cent. In 
1917 the import duty on cotton was rat.'ieci to yi fx-r cent, 
excise remaining at the old rate of 3J pe.r cent. In loai 
the genera! rate wvis raised to ii per cent, sugar to 15 
per cent, matdies and certain articlc-s of luxury- to 20 
per cent. In 1922 the general rate went uj) to 15 pvs 
cent, the cotton duly remaining at ir per cent .and the 
excise at 3^ per cent, railway materials and iron and steel 
to 10 per cent, sugar to 25 per cent, and matdies and 
luxuries to 30 per cent. In December, 2925, the excise 
duty on cotton was abolished. 

The export duties arc small in number. The duty on 
rice, jute, and tea is 3 per cent, and that on hides and 
skins is 5 per cent if exported to other parts of the Britldi 
Empire and 15 per cent if exported outside the Empire. 

4. Sait. The .sail tax had a chequered career in the 
nineteenth century. In the beginning of the twentieth, 
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century it was R.2 as.8 per maund. In 1903 it was re- 
duced to R.2, in 1905 to R.i as.8, and in 1907 to R.i. In 
1916 it was raised to R.i as.4, and in 1923 to R.2 as.8. 
Since 1924 it has been at R.i as.4. 

In most parts of Northern India and a part of Madras 
the production of salt is a Government monopoly and the 
tax is charged on the price before sale. In Bombay and 
Madras licence is granted to private producers and the 
duty is levied as excise. Thus the source of revenue from 
salt is three-fold, viz. — (i) import duty, (ii) excise, and (iii) 
sale by the State. 

5. Opium. The monopoly is vested in the State which 
gives licence for cultivation but itself manufactures and 
sells opium. Since 1913 the cultivation of opium has 
decreased very much owing to the treaty ivith China. 

6, Railway revenue. Up to the beginning of the present 
century the radwaj's always showed deficits. The figures 
for capital, gross earnings, working expenses, and net 
earnings are as follows — 


1 

1 

1 

Year ! 

1 

Total 
Capital 1 
outlay 
(in crorcs 1 
of R.) I 
1 

Gross 
eamzngs 
(in crorcs 
of R.) 

Working 
expenses 
(in crorcs | 
of R.) 

Percentage > 
of working 
expenses to 
gross eam« 1 
ings ! 
i 

Net 

earnings 
(in crores , 
of R.) 

1 

Percentage 
of net earn- 
ingstototal 
capital out- 
lay 

X913-14 

495*00 

63-58 

32*93 


1 3066 

■■ 

1920-21 

626-80 

pt-gS 

60*29 


1 31-69 


1924-25 

j 733*37 

114*75 

69-36 

lu 

45*39 

mm 


The financial results of the various countries are set 
out in the follo^ving table ^ — 


Country* 

Year 

Capital 

(000,000) 

Working 
expenses 1 

Net i 
earnings ! 

Percentage to 
capital of 


{000,000) j 

(000,000) ' 

1 

Working ! 
expenses 

Net 

earnings 

India 

■Jlie United 

2922-23 

R 6,6go 

R-730 

R.330 

20*9 

4*9 

Kingdom . 
The United 

2920 

£i,31S 

£56: 

£53 

19*7 

4*0 

Stales 

2922 

S:5.36o 

S4.506 

$2,100 


5*2 

Japan . 

1920 

Y.i,x8S 

Y.:7t 

Y.7S 

syi 

6-5 


' G. F. Shirras, The Science of PuWc Finance, p. 427. 
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Provincial Finance. 

The main $ourccs of revenue and heads of expenditure of 
the Provincial Governments arc .as follows— 


RKVr.-NUK 

1. Principal hcaiis oi revenue 

Land revenue 
Excise 

Stamps (other than tlio^e 
fixed by the Central 
Government) 

Forests 
Registration 
Scheduled taxes 

2. Irrigation 

3. Interest 

Civil administration : 
Administration ot justice 
J aits and convict settlements 
Police 

Ports and pilotage 

Education 

Medical 

Public health 

Agriculture 

Industries 

Miscellaneous 

5. Civil works 

6. Miscellaneous : 

Receipts in aid of super- 
annuation 

Stationery and printing 
Jiliscellaneous 

7. Adjustments between the 

Central and Provincial 
Governments 

8. Extraordinary receipts 

9. Capital account not charged 

to revenue : 

Debts, deposits, and 
advances 
Opening balance 
MisceUaneous 


Exi'gMsnTuur. 

1. Din.'ct demands on the 

revenue, i.r. the cost of 
collecting the revenue 
under the princijial Iic.ads 
of revenue on the revenue 
side 

2. Irrigation 

3. Debt services 

4 . Civil administration : 

General administration 
Administration of justice 
Jails .and convict -settle- 
ments 
Police 

Ports and pilotage 

Scientific departments 

Ednc.atiori 

Medical 

Public hoallh 

Agriculture 

Industries 

Miscellaneous 

5. Civil works 

0. Miscellaneous ; 

Famine relief .and insurance 
Superannuation allowances 
and pensions 
Stationcrj- and printing 
Miscellaneous 

Provincial contributions to 
the Central Government 
Adjustments 

7. Capital account not charged 
to revenue : 

Construction of irrigation 
works 

Debts, deposits, and advances 
Closing balance 
Miscellaneous 
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The scheduled taxes arc those which the Provincial 
Governments may impose at their choice ivithout the 
previous sanction of the Governor-General. Tliey are : 
(t) tax on land other than agricultual, (2) tax on succession 
or acquisition by inheritance, {3) tax on betting or gam- 
bling, (4) tax on advertisements, (5) tax on amusements, 
(6) tax on any specified luxiuy, (7) registration fee, and 
(8) stamp duties other than those fixed by the Central 
Government. 

The following table shows the income and expenditure 
of the various Provincial Governments in 1925-26 — 


Province 

Bengal .... 
Bombay .... 
Madras .... 

The United Provinces. 

The Punjab 

Burma .... 
Bihar and Orissa 
The Central Provinces and Berar 
Assam .... 


Budget estimates 
{in thousands 
of rupees) 

. 12,16,60 

. 16,10,40 

. 18,32,85 
. 16,01,40 

• 13.92,73 

. 12,82,28 


7.57,30 


8,65,04 

2,71,46 


The principal sources of revenue according to the 
Budget estimates of 1925-26 are as follows (in lacs of 
rupees) — 


Pronnee 

Land 

revenue 

Excise 

i 

Stamps 

Interest 

1 



Educa- 

tion 

Bengal 

3 , XX 

3*31 

3.4X 

3 

13.7 

13 

xo 

Bombay . 

5»6o 

■4.69 

1,84 

1.59 

x 6 

4-8 

97 

Madras . . 

7*50 

4.99 

2,38 

17 

14 


6 

Tlie United 
Provinces 

6,59 


1,64 

11 

'3 


9 

The Punjab 

a , 81 

T*I4 

X.XI 

6 

9’7 


XI .5 

Burma 

5.36 

X,3d ' 

x ,95 

X2 

9-8 


4-7 

Bihar and Orissa 

x*64 

X,8X 

X«OI 

6 

4 


5 

The Central Pro- 
vinces and Berar 

2*30 

1.55 

72 

x*8 

5-6 

i 

3 

4 'S 

Assam 

1,04 

74 

20 

•5 

1-7 

t 

*•5 


The principal items of expenditure according to the 
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Budget estimates of 1925-26 are as follows (in lacs of 
rupees) — 


"Province 

General 

adimnis- 

tration 

Debt 

services 


PoUoa 

Educa- 

tion 

Civil 
. -wotlcs 

i 

Provin- 
cial con- 
tribution 

Bengal , 

, r.24 

-8 

1.13 

X.S9 


1,20 



Bombay 

5.18 

1 

76 

4.24 

2,08 

1, 14 

34 

Madras . . 1 


83 

97 

2,93 

1,86 

95 

2,22 

The United 
Provinces 

■m 

5^ 

63 

x>6r 

x.7t 

54 

1,84 

Th« Punjab 



57 

1,09 1 

142 

1.X3 

1,14 

Burma 


-15 

62 

2.39 

99 

1,X6 
77*5 i 

64 

Bihar and Orissa 



38 

83 

76 

— 

The Central Pro- 
N*incesandBetat 


-8 


57 

5+ 

7i 

22 

Assam . . 

Bii 

HI 

8-6 

^4 

24*5 

6'& 

9 


Local Finance. 


The local bodies which raise revenue and expend mone)'' 
consist primarily of municipalities, district boards, village 
unions, and port trusts. Of the municipalities the most 
important sources of revenue are municipal property, 
contributions from provincial revenue, and local taxes, 
rates, fees, etc. The total number of municipalities in 
India are 738, and their total income is about R.13 crores. 
The main heads of expenditure are conservancy, public 
works, water supply, drainage, and education. 

The incidence of municipal taxation per head of the 
population is as follows — 


I . Presidency to-wns 
Calcutta . 
Bombay . 
Madras 
Rangoon . 


R. A. P. 

12 7 6 
14 8 6 

6 10 4 

13 7 6 


2. District Municipalities : 


Bengal 



. 2 11 

Bihar and Orissa 



. I 0 

Assam 



• * V 

. 2 S 

Bombay and Sind 



• 3 13 
,20 

Madras 



The United Provinces 



. I K 

The Punjab 



. 4 2 

- 2 15 

. 2 13 

..62 

The Central Provinces and Berar 


Burma 



The N.W. Frontier Provinces 



7 
4 
9 
4 
3 
9 

8 
I 

7 

9 
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Of the district boards the most important source of 
revenue is local rates. Their total number is 219 district 
boards with 543 sub-district boards and more than 800 
imions. The total income of all these is about R.ii crores. 
The main heads of expenditure are education, civil works, 
e.g. roads and bridges, and medical relief. 

The port trusts are bodies which are entrusted with 
the administration of the important ports in India. These 
are of Calcutta, Bombay, Madras, Karachi, Rangoon, and 
Chittagong. The income, expenditure, and capital debt 
of the port trusts can be seen in the following table — 


Port Trust 
of 

Income 
(in lacs oi 
rupees) 

Expenditure 
(in lacs of 
rupees) 

Capital debt 
(in lacs of 
rupees) 

Calcutta 

2,6 X 

2,62 

16,38 

Bombay . 

2,70 

2,71 

22,24 

Jtadras 

30 

28 

1,46 

Karachi . 

70 

6 x 

3.35 

Rangoon . 

73 

66 

3.73 

Chittagong 

5 

4 

4 


From the above figures it is to be noted that the muni- 
cipalities in the Presidency towns have developed well, 
and those in districts are making satisfactory progress. 
As compared with the vast rural areas administered by 
them the district boards have too small funds at their 
disposal. The ports, especially Calcutta and Bombay, 
have made good progress. 
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Societies' Act, 213 
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Indian. 288 
Object, 2SO 
Organization, 287 
Cotton, 55, 155 

Council Dill, 238, 250, 244, 318 
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Capital and, 73, 184, 185 
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43 
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Definition of, 164 
Indian, 235-241 
Managed, 243. 244 
Currency theory, 193 

, defects of, 193, 194 
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Debasement, 165 
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Debt- 

Funded, 297 
Public, 296, 297 

. Indian, 323, 324 
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Deferred share, ni 
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Law of, 280, 281 
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Diminishing utility. 118, 119 
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Disutility, law of. 124 
Dividend, national, 19, 245 
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Market and, 91 
Meaning, 88 
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Law and, 3 

Laws. See Laws of economics. 
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Methods, 7-9 
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Methods, 7-9 
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Economies, external and inter- 
nal, 105, 106 
Edgeworth, F. Y., 171 
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Barter, 117-120 
Correctives of foreign, 234 
Forms, 125 
Gain by, 118, 119 
General theory, 122-124 
Money, ri8 
Par, 233, 234 
Theory of value in — 
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, monopolistic, 142, 143 
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Discounting, 182, 1S3, 187 
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Security, 183 
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Fawcett, 258 
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Federal Reserve Act, 197 

Bank. 197. i 99 

System. 197 

Fiduciary note, 180, 181, 195 
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Finance. 
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Public Finance, Indian. 
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Flux, A. W., 96 
Foreign bill of exchange — 
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Indian. 232, 233 . 238 
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Origin, 230-232 
Foreign exchange, 227-234 
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Correctives, 234 
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Par, 233, 234 
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Capital and, 72 
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Free trade, 147-149 
Benefits, 149, 150, 156 
Evils, 150, 151 
Fruits, 40, 45 
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Dealings, 131 
Prices, 131, 132 

Geographical situation, 29, 30, 

32 

Ghosh, Rash Behary, 295 
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Revenue, 294-296 
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, taxation, 298-316. Sec 
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Indirect tax, 311 
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Causes, 140-145 
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Control. 146 
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Taxation, 314-316 
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Inflation, 171 
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Justification, 263, 264 
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Meaning, 263 
Waiting, 263 
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eign trade. 

Iron, 48 

Iron law of wages, 257 
Irrigation in India, 82-S6, 319, 
320, 323-325 
Area, 83, 85, 86 
Capital outlay, 85, 323 
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Public debt, 323 
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Water charges, 85, 86 
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Joint-stock enterprise, 109-111 
Advantages, 112 
Capital, 109-111 
Disadvantages, 113 
Indian, in 
Jowar, 43 

Jute, 44, 46, 155, 318, 328 

Kartel, 137-139 
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Kharif, 36, 39, 42, 43 
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Capital and, 70-72 
Division, 87-94 
EfSciency, 54, 55< 253 
Forces determining value, 254, 

255 

Indian, 58-69, 261, 262 
Margin, 27 

Marginal productivity, 253 
Migration, 65, 66, 80 
Organization, 87, 260-262 
Peculiarities, 258-260 
Pressure in India, 39-41 
Wages and mobility, 255 
Laud, 29-32 

Alienation Act, 265 
Margin, 26 

Meaning, 33 , 

Productive efficiency, 33-30 


Land in India, 38-40, 47-51 
Distribution, 40 
Pressure of population, 39-41 
Products, 47-51 

Landschaften, 208, 209, 211- 
212, 220 

Land tenure in India, 250-252 
Latin Union, the, 177 
Law — 

Comparative cost, 147-149 
Compensatory action, 178, 179 
Constant return, 99, 103 
Consumption, 273-278 
Demand, 280, 281 
Diminishing return, 96-98, 
99-103, 103-105 
Diminishing utility, 118, 119, 
279, 280 
Disutility, 124 
Economic, 9, 10 

, applicability to India of, 
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Economics and, 3 
Efficiency, 124 

Equi-marginal utility, 24-26, 
z8o, 283 

Gresham’s law, 1 75-1 77, 178 
Increasing return, 98, 99, 99- 
Productivity, 94-105 [103 

Substitution, 93, 96, 103 
Utility, 124 
Legal tender, 164 
Composite, 166 
Indian, 235, 236 
Multiple, 167. 177-179 
Single, 166 
Leguminous plants — 

Use by India, 46 
Use for soil, 36 
Limited liability — 

Advantages, 112 
Principle, 109 
Livestock, Indian, 76, 77 
Living organisms in soil, 35, 36 
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Local finance, 299 
Indian, 317, 332. 333. 
Localization of indusMes. See 
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Location, 32 
Long period market, 129 
Longe, 258 
Luxuries, 277 

Machinery — 

Advantages, 75, 76 
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Monopoly, 140, 141 
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Malthus, 54, 252, 257 
Managed currency, 243, 244 
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Large scale production, 106 
Law of productivity, 100-103 
Manure, 46, 47 
Margin, Economic, 24-28 
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Marginal productivitj’ of labour, 
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Daily, 128 
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91 

Divisions, 120-122 
Equibbrium, 122, 123 
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128-131 

, monopoUstic, 142, 143 

Extent of, 120, 121 

Long Period, 129 
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Indian, 114, 115 
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Place, 120 
Secular, 130 
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Time, 212, 122 

value in, 128-134 

Market operations, 131, 132 

, in stock exchange, 132-J34 

Marshall, A., 19. 57, 73, 93, 108, 
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Mathematical method, 8 
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SGUets, 43 
Mill, James, 257 
Mill, J. S., 185, 258 
Mineral resources, 30, 31, 50 
Agricultural land and, 47 
Indian, 47—49 
Money — 

Appreciation, 171, 228, 230 
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Bad, 175-177 

Bank, 186-188 
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Definition, 162 
Deflation, 171 

Depreciation, 171, 180, 228, 
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Free coinage, 164, 1C5 
Functions, 162, 163 
Good, 175-177 
Indian, 181, 235, 236 
Inflation, 171, 180 
i Legal tender, 164 

j , Indian, 235 

Measurement of value, 171- 

175 

Object, 118, 162 
Paper, 179-181, 195 

, Indian, 181 

, stages of development, 

199, 200 

Prices and, 167-171 
Qualities of good, 164 
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Standards, 165-167 
Token. 165 

, Indian, 236 

Money wages, 255, 256 
Indian, 262 

Monopoly, 125, 137-146 
Benefits, 144, 145 
Capitalistic, 139 
Causes, 140-142 
Checks on power, 143 
Classifications, 137-140 
Control, 146 
Definition, 137 
Evils, 145, 146 
Legal, 139 
Natural, 139, 140 
Price, 142, 143 
Railways, 141, 144, 145 
Social, 139, 140 
State, 139 
Tarifi, 141 
Taxation, 314-316 
Monopoly revenue, 142, 143 
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Motives of economic activity, 1, 
4 

Multiple legal tender, 167 
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Natural resources, 29-32 
Capital and, 72 
Climate, 31, 32 
Forest, 31 

Geographical situation, 30 
Indian, 38-40, 42-46, 47-53 
Location, 32 
Minerals, 30, 31 
People, 32 
Power, 31 
Necessaries, 276 
Net circulation, 181 

income, 19 

Nicholson, J. S., 71, 106, 300 

Nihilism, 261 

Nominal wages, 255, 256 

, Indian, 262 

Normal market, 13 1 
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Covered, 180, 181 
Fiduciary or uncovered, 180, 
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Promissory, 182 
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American, 197, 198 
English, 195 
German, 196, 197 
Indian, 18 r 

Stages of development, 199, 
200 


OiWEEDs, 40, 43, 155 
Opium, 44, 329 
Ordinary share, in 
Organization — 

Forms of, 109, 115, 137 
Functions of, 87, 95, 109 
Industrial, 108-116 
Labour and, 87 
Margin in, 27, 28, 253 
Position of, 87, 108 
Output — 

Wages and marginal, 254, 255 
total, 254 


PAiD-np capital, no 
Palit, Tarak Nath. 295 
Paper money — 
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Convertible, 179 
Covered, 180, 181 
Definition, 179 
Fiduciary, 180. 181. 195 
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Inconvertible, 179 
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Indian, 181 
Inflation of, 180, 181 
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200 
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Par, 230 

Parallel standard, 165 
Par of exchange — 

Changes, 233, 234 
Correctives, 234 
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omic efficiency in, 32 
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Act, 251 

Advantages, 251, 252 
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Petroleum, 48, 50 
Piece wages, 256 
Political economy, i 
Politics, economics and, 3 
Pool, 137 
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Indian, 58, 59 
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76, 77 

Pressure on soil of, Indian, 
39-41, 56 

Rent and increase, 249 
Skill, 58 
Theory, 54-56 
Wages, 254 
Ports, Indian, 82, 333 
Potewala, X33 
Power, 31, 51-53 
Preference, Imperial, 161 

share, 1 1 1 

Premium, 230 

system of wages, 256 
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Definition, 21 

Demand and, 21, 22, 281. 282, 
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Fluctuation limits, 127 
Indian, 114, 262, 270, 271, 288, 
289 

Money and, 167-171, 180 
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276, 285 

Economies, 105, 106 
Factors of, 33 

, efficiency of, 05 
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Indian, 114. 113 
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Law, 94-105 
Marginal, 253, 258, 261 
Profit, 266-271 
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Inequality, 269 
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Kate, 270 
Rent and, 269 
■Risk and, 266, 267, 270 
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